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THIS ISSUE 


This issue of the Wisconsin Law Review can truly be termed a 
product of the University of Wisconsin Law School. A professor 
of the law school, a Wisconsin graduate and practicing attorney, 
and a number of student writers have combined to present an 
issue which we consider to be both stimulating and diversified. 

The present editors feel strongly that the Review should devote 
as much space as possible to student work. Accordingly, we are 
pleased to present five student notes and a student comment. 
Richard Goldberg’s comment is the longest student piece, present- 
ing a fine analysis of the Wisconsin Supreme Court’s reaction to 
the farm lobby. 

Professor Skilton’s article on wholesale financing of automobiles 
began as a result of a Carnegie Foundation grant and proceeded 
to its conclusion at the urging of the present Law Review staff, 
upon whom its length and excellence have made a lasting impres- 
sion. Buoyed up by Professor Skilton’s continual good humor, we 
find it an irresistible temptation to print one of his omitted 
footnotes: 


OBIT 1957 
Here rests at last in peace a man 
Who lived his life on the installment plan. 
He bought his car, he bought his raiment 
On many and many a monthly payment. 
When he needed, he would get it 
By depending on his credit. 
So all his life on borrowed time 
He lived, and died without a dime. 


Mr. Arnold’s approach to products liability insurance will, we 
hope, give the Wisconsin bar new oe into techniques of ad- 
vising clients how to stay out of trouble. We join with him in 
urging that readers of his article peruse, at the same time, the 
opinion of the Circuit Court of Appeals found in 224 F.2d 242 
(7th Cir. 1955). We hope that in addition to covering the products 
liability field Mr. Arnold’s discussion will put our readers into 
the proper frame of mind to receive our July issue, which will be 
devoted entirely to the field of insurance. 








Cars For Sale: 


Some Comments on the Wholesale Financing 
of Automobiles 


RoBert H. SKILTON* 


The seemingly precarious position of the automobile dealer in 
his relations with the manufacturer has recently attracted much 
attention. The car dealer, we are told, has traditionally held his 
franchise as a kind of tenant at will. At least until recently, the 
franchise has been a rather illusory document, since the manufac- 
turer reserved the power to terminate without cause upon short 
notice, and in any event purported to disclaim liability for non- 
delivery of cars to the dealer. The automobile dealer had built 
his business upon a frail foundation.’ (That is not to say that 





* A.B. 1930, M.A. 1931, LL.B. 1934, Ph.D. 1943, University of Pennsyl- 
vania; Professor of Law, University of Wisconsin. 

This article is the result of a study commenced in 1951-52 while the 
writer was in Wisconsin as a project associate in law under a grant from the 
Carnegie Foundation. It is part of a larger study of secured interests in in- 
ventory. In addition to the usual work in the library, this study represents 
the results of inquiry into going practice; various officers of automobile manu- 
facturers and financial institutions were interviewed in an effort to obtain a 
picture of the relation between law and practice. Space does not permit 
many individual acknowledgments and indeed I believe that very generally 
the men I talked with do not desire this. Let me instead acknowledge the 
friendliness and cooperation consistently encountered. Undoubtedly this article 
contains some misimpressions on my part; the variety in practice and its flux 
probably defy effort to delineate it authoritatively. Zigurds Zile, my research 
assistant, has been very helpful. My colleague, Jacob H. Beuscher, has, as 
usual, been an inspirational influence. Thanks also to the Editor-in-Chief. 

* Traditionally the automobile franchise has been a one-sided agreement 
prepared by the manufacturer. An extensive treatment of the franchise terms 
and judicial treatment through the years may be found in Hewitt, AUTOMOBILE 
FRANCHISE AGREEMENTS (Indiana University School of Business Study No. 39 
1956). Mr. Hewitt commented on the General Motors franchise in Hearings 
Before the Subcommittee on Antitrust and Monopoly of — Senate Committee 
on the Judiciary, 84th Cong., Ist Sess., pt. 7, at 3209 (1955): 

“There are only three basic features of the franchise that are im- 
portant. First of all, the feature that it is a 1-year franchise; sec- 
ondly, that the manufacturer disclaims liability for delivery; and, 
thirdly, that the franchise provides for cancellation on 90 days’ notice.” 

Prevalent decisions permitted the manufacturers to terminate a dealer's 
franchise without liability. In some states legislation restricted the manufac- 
turer's right to terminate without cause. See Note, A Consideration of the 
Legislative Problems in Automobile Dealer Franchises, 31 inp. L.J. 233 (1956). 
The recent passage of the Automotive Dealers Act (O’Mahoney-Cellar Act), 
70 Srat. 1125 (1956), 15 U.S.C.A. §§ 1221-25 (Supp. 1956), imposes the 
obligation of “good faith’’ on the part of the manufacturer. 
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business was not good in the post-war years.) He has now been 
comforted by governmental action designed to give his franchise 
greater protection.” 

The car dealer and his problems are a concern of the present 
discussion. The focus is upon another aspect. Like many other 
small businessmen, the car dealer is in frequent need of credit. He 
usually buys his inventory for cash. But when he sells, a large per- 
centage of the purchase price is frequently in the form of a condi- 
tional sales contract signed by the buyer and a traded-in car. Mean- 
while, in the period between purchase and sale, there are the costs 
of retaining inventory. The car dealer is in need of what is called 
“wholesale financing”. 

The number of cars he has on hand and the rate of turnover 
will have much to do with the dealer’s need for wholesale financing. 
Sometimes supply will outstrip demand (effective demand, able to 





*The Automotive Dealers Act, ibid. provides that a dealer may sue for 
actual damages and attorney's fees if a manufacturer does not use good faith 
in its performance of its obligations under a franchise. See Brown & Conwill, 
Automobile Manufacturer Dealer Legislation, 57 Cor. L. Rev. 219, 226 (1957). 
The act is a somewhat curious piece of legislation, applicable only to 
automobile manufacturers and dealers. It gives a dealer a right to bring suit 
in a federal district court to recover damages sustained and cost of suit 
“. . . by reason of the failure of said automobile manufacturer . . . to 
act in good faith in performing or complying with any of the terms or 
provisions of the franchise, or in terminating, canceling, or not renew- 
ing the franchise with said dealer: Provided, That in any such suit 
the manufacturer shall not be barred from asserting in defense of any 
such action the failure of the dealer to act in good faith.” 

Id. at § 1222. A three year period of limitation is imposed. State statutory 

provisions not in direct conflict are saved. ‘Good faith” is defined as 
“the duty of each party to any franchise, and all officers, employees, 
or agents thereof to act in a fair and equitable manner toward each 
other so as to guarantee the one party freedom from coercion, in- 
timidation, or threats of coercion or intimidation from the other party: 
Provided, That recommendation, endorsement, exposition, persuasion, 
urging or argument shall not be deemed to constitute a lack of good 


aith. 
Id. at § 1221(e). The act raises more questions than it answers. Is “good faith” 
really defined? Does it preclude a manufacturer, dissatisfied with a dealer's per- 
formance, from simply discontinuing a dealer at the end of the franchise term 
without any prior threats or intimidation? Does the cause of action accrue (and 
the period of limitations begin to run) from the time of the act or the time of the 
discovery of lack of good faith? What is “the cost of suit’? How can the 
dealer prove damages? Why single out the automobile situation? For ex- 
planation of the act and its purposes, see H.R. Rep. No. 2850, 84th Cong., 
2nd Sess. (1956). For the claim that it is unnecessary and undesirable, see 
Minority Report, ibid. 

Effective March 1, 1956, General Motors offered its dealers a choice of 3 
selling agreements: (1) a 5 year agreement cancellable by G.M. for cause 
only; (2) a 1 year agreement cancellable by G.M. for cause only; (3) an in- 
definite term agreement cancellable without cause on 90 days’ notice; see H.R. 
Rep. No. 2850, 84th Cong., 2nd Sess. (1956). On March 12, 1957, I was 
informed that a new Ford dealer agreement had not as yet been offered. 
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pay the price) and the dealer’s stock may overflow. Manufacturers 
assert that they ship cars only pursuant to dealer orders. But the 
recent hothouse competition between the big three car manufac- 
turers placed dealers under pressure to accept cars and try to sell 
as many as possible. The dealer’s fear for his franchise was a 
factor moving him to strive for performance. An induced need for 
more wholesale financing may have been a byproduct. 

Traditionally, the wholesale financing of car dealers has been 
supplied by lending agencies called “sales finance companies”. 
For a consideration, they will undertake to finance the acquisition 
and retention of a dealer’s car inventory pending sale under a 
system called “floor planning”. The name is given to a systema- 
tized program of lending on cars to be placed on a dealer’s floor, 
his showroom and stockroom, with the understanding that the 
cars are not to be used for demonstration (except in “emergency’’) 
or other purposes than exhibition until sold. Under the standard 
arrangement, the cars are security for the funds supplied by the 
finance company. 

Wholesale financing by floor planning is to be sharply distin- 
guished from retail financing. A dealer who acquires installment 
paper from his customers may not find it advantageous or practical 
to carry the paper himself. He will usually be able to sell this 
paper to a sales finance company or bank,* at a price, of course, 
which will enable the purchaser of the paper to make a profit by 
collecting the balance from the consumer-buyer who signed the 


paper.‘ 


* Joseph W. Burns testified: 

“Retail financing is handled by about 375 finance companies and ap- 
proximately 7,000 banks throughout the country. During 1954 the 
finance companies handled over 51 percent of the retail financing, or 
about $6.5 billion. Among those finance companies G.M.A.C. had ap- 
proximately 34 percent, or approximately $2.3 billion. The next largest 
company was Commercial Investment Trust, with approximately 13 
percent; Associates Investment, with approximately 7 percent; and 
Commercial Credit, with approximately 7 percent. In 1954 G.M.A.C.'s 
wholesale financing amounted to about $3.5 billion, more than twice as 
much as the next largest company.” 
Hearings, supra, note 1 at 3027. 

*The conditional sales contract was the preferred retail installment sales 
device because of (1) its strict remedies upon default of the buyer, (2) the 
absence of filing requirements in many states, and (3) the fact that the time 
price differential was generally not regulated under usury or other legislation. 
At common law, a conditional seller upon default of the buyer had the right 
to retake possession, keep the car and forfeit the amount already paid by 
the buyer. The general right of forfeiture was apparently generally enforced 
with little regard to the buyer's equity of redemption. The Unirorm Conpi- 
TIONAL SAEs Act,§ 19, of course, does give the buyer a limited right to re- 
deem after default, and under defined circumstances compels the seller to re- 
sell repossessed chattels. Filing statutes now generally apply to conditional 
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While wholesale and retail financing are distinct types, there 
is a definite relationship between the two in the automobile busi- 
ness. The sales finance companies which do most of the dealer's 
wholesale financing engage in this practice only as a means to an 
end. They are primarily interested in getting the dealer's retail 
paper. That is where they make their profit. Wholesale financing 
they view as a necessary nuisance. In general, a sales finance com- 
pany will not extend financial assistance to the dealer at the 
wholesale level unless it feels it is getting or will get a “fair share” 
of the dealer’s retail financing.® The rate of interest charged a 
dealer for advances on inventory is comparatively low. In the 
past rates of 34% and 4% were not infrequent. Today rates of 
somewhere between 5% and 7% may be expected. (A flat service 
charge of possibly 4% of 1% is added.) Considering the fact that 
the sales finance company must in turn pay interest on most of the 
money it makes available (it could be 4%, 5% or 6%) and has 
administrative expenses, a sales finance company would not be 
doing badly if it did little more than break even in floor planning 
operations. And this would suppose that it sustained no appreci- 
able losses because of dealer default. 

Nevertheless, floor planning is not a purely altruistic venture. 
It is said to be “axiomatic” that “the sale of the retail paper to 
a very considerable extent, follows the wholesale . . . that is to 
say, that the firm that gets the wholesale, or furnishes the whole- 
sale credit, usually purchases the retail credit. So the wholesale 
becomes important.” 

Several considerations indicate the connection between whole- 
sale and retail credit. First and foremost, we must suppose that 





sales contracts. The conditional sales contract, and other chattel security de- 
vices, are frequent resting places for contract clauses designed to strengthen 
the security interest holder's rights at the expense of the consumer. Such 
clauses may include: (1) disclaimers of warranty, (2) cut-off clauses, curb- 
ing defenses upon assignment, (3) stipulations against oral representations 
and changes, (4) acceleration clauses, (5) waiver of exemptions, (6) pro- 
visions that time is of the essence, (7) insecurity clauses, (8) waiver of right 
to sue for wrongful repossession, (9) waiver of notice of assignment, (10) pro- 
vision that acceptance of late payment will not create an estoppel. The efficacy 
of these various clauses will vary from state to state. 
*PLumMMER & YouNG, SALES FINANCE COMPANIES AND THEIR CREDIT 
Practices 26 (1940): 
“This type of business is commonly transacted at the prevailing com- 
mercial interest rate, or even less, because the sales finance companies 
make a practice of accommodating dealers in this regard so that they 
may share in the retail instalment paper which the dealers handle.” 
The prevailing interest rates have been moving upward in Wisconsin, 
in accordance with the upward trend in interest and the increased rates that 
the finance companies must pay. Rates as high as 7% are now reported. 
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before undertaking to supply a dealer with wholesale credit, the 
manager of the sales finance company has some general under- 
standing with the dealer that the dealer will transfer some retail 
paper to the sales finance company.* (To facilitate matters, many 
sales finance companies have their own conditional sales contract 
forms, in which they are named as specific assignee, and supply 
the dealer with these forms.) In the second place, it is the least 
bother for the car dealer to deal with a single financer. What is 
more natural than to turn to the financer who gives him prompt 
and assured assistance in wholesale financing, when it comes to 
financing his retail paper? In the third place, the simplest way to 
pay off a wholesale loan on a car is to transfer the retail paper 
arising from the sale in payment of the wholesale loan. In the 
fourth place, floor planning is a secured form of lending. The 
secured lender usually claims not only an interest in the floor- 
planned car but in the proceeds of sale as well. The retail paper 
is part of the proceeds of sale, and the dealer may be made a 
“trustee” of the proceeds under the terms of the floor plan. He 
may be under legal duty not to transfer these proceeds to some 
other concern, at least until he pays off the wholesale loan. The 
strategic significance of floor planning is obvious. 

A discussion of floor planning of cars must bear in mind that 
primarily it is a competitive device. 





* While I understand that most sales finance companies are willing to 
give wholesale financing only with the prospect of retail financing, a GMAC. 
representative informed me that G.M.A.C., being a subsidiary of G.M., would 
wholesale finance dealers who gave their retail paper elsewhere. I wouldn't 
think they would be happy about it, however. Obviously, sales finance com- 
panies compare their retail and wholesale outstandings with a dealer, and 
want to make an overall profit of at least so much. I have heard of a dollar 
ratio of 4 to 1 or 5 to 1 in favor of retail mentioned as acceptable. One finance 
man states that the policy of his company is to require at least one retail deal 
for every 2 cars placed at wholesale. Seiver, Handling Wholesale Credits, 
SpeciAL Butvetin No. 52, AMERICAN FINANCE CONFERENCE 6 (1950). 
Possibly about 90% of new motor vehicles acquired by dealers were 
wholesale financed in 1955. According to AuToMoBILE FAcTs AND Ficures 9 
(36th ed. 1956) the wholesale value of motor vehicles sold by U.S. plants 
in 1955 was $14,473,844,000. Of these, sales to foreign markets seemed to be 
pry wd about 5%. According to Consumer Credit Finances Section, Division 
of Research and Statistics, Board of Governors, Federal Reserve System, infra, 
note 66, sales finance companies extended credit in 1955 represented by a total 
of $11,886,000,000 in new passenger and commercial auto wholesale paper. An 
additional amount of wholesale credit was probably extended by banks. 

e turnover time for wholesale loans seems to be running in the neigh- 
borhood of 40 days. In 1955 sales finance companies extended something like 
$12,463,000,000 in wholesale credit on new and used motor vehicles. At the 
end of the year they had outstanding a total of $1,398,000,000. In 1956, esti- 
mated extensions totaled $10,158,000,000. Outstanding at the end of the year 
was $1,082,000,000. (Supra this note.) The turnover time for retail paper is, 
of course, much longer. 
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THE ROLE OF THE SALES FINANCE COMPANIES 


In the infancy of the automobile industry, cars were a rarity and 
luxury. Mass distribution seemed remote. It would not be ap- 
propriate to attempt to enumerate all of the factors that contrib- 
uted to the precipitous growth of the industry to its present giant 
size. But certainly any enumeration must include as a key factor 
the development of installment buying plans, which enabled Tom, 
Dick and Harry to come into the car market. 

Sales finance companies were the first to hazard on a large scale 
this type of financing, by standing ready to take time paper from 
the dealer." The car manufacturers needed all the money they 
could put their hands on. Far from being interested in extending 
credit to the consumer, they insisted on cash when they filled a 
dealer’s orders.* Commercial banks, traditionalist and conserva- 
tive, were reluctant to embark in consumer credit, where the thing 
financed did not in effect pay for itself by earnings. (In recent 
years, to the dismay of the sales finance companies, they have set 
aside this reluctance.)® Commercial banks were, however, willing 
to play the role of financer’s financer.° They lent money to 





* The early history of consumer finance is set forth in Grimes, THE Story 
OF COMMERCIAL CrepiT (1946). 
Pe ty Report ON DistripuTION MrtHops AND Costs Part IV, at 94 
(1944): 
“The practice of automobile manufacturers has also been to require 
cash in hand in full payment before making delivery to the dealer at 
the fabricating plant, assembly plant, or elsewhere. So far as the 
manufacturer is concerned there are no such things as accounts re- 
ceivable or notes receivable from automobile dealers: technically, the 
manufacturer receives cash in full before he delivers either title to the 
merchandise or even makes physical delivery of it to a transportation 
agency for transmission to the dealer.” 
* At the end of World War II, commercial banks began to compete very 
actively for the automobile retail finance business. Hearings, supra note 1, at 


On a recent visit to Detroit, I gained the impression that banks were ex- 
panding their wholesale financing as well as retail financing. In some areas 
they seem to be offering a real challenge to sales finance companies as whole- 
sale financers of cars. I heard reports of banks offering lower interest rates 
than those prevalently offered by sales finance companies in wholesale financ- 
ing. I understand that a subcommittee of the American Bankers Association has 
visited the manufacturers to discuss wholesale financing procedures. 

An officer of one manufacturer informed me (in March 1957) that in 
1949 about 100 banks were listed as eligible for wholesaling financing arrange- 
ments; in 1957 the number had risen to about 600. There were, in 1957, only 
100 sales finance companies so listed. Of course, numbers of eligibles do not 
indicate quantity of transactions. 

* At first, sales finance companies borrowed from commercial banks under 
pledge of collateral agreements. Pledge of collateral is not standard now. 
Borrowing is usually on an unsecured basis. Since World War II the sales 
finance companies and other finance companies have increasingly resorted to 
long-term borrowing, plus some preferred share issuings, to increase their 
available funds. Long term borrowing may take the form of senior debt, sub- 
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finance companies which daringly ventured in increasing volume 
into this field and found it immensely profitable. 

In a climate relatively free from the competition of other lending 
agencies, sales finance companies expanded their business in the 
tens and twenties of the present century. The object of their affec- 
tions was the automobile dealer. Retail buyers tended to depend 
upon him for credit."! It was often possible to extract large time- 
price differentials from them.'? Retail buyers concentrated their 





ordinated debentures, and junior subordinated, or so-called capital notes. Yager, 
The Sources of Funds and the Methods of Financing Today in the Finance 
Industry, 38 Ropert Morris Assoc. Buti. 261 (1956). For a picture of bor- 
rowing practices at an intermediate time (1937) see PLUMMER & YOUNG, op. 
cit. supra note 5, at 5. 

For a look at the subordination clause, see Matson, Some Criteria in Bank 
Lending to Consumer Finance Companies, 39 RoBert Morris Assoc. BULL. 
51 (1956); Billick, Subordination, A Problem in Semantics, 20 Time SALEs 
Financinc 6 (1956). 

For another treatment of fund-raising practices of finance companies, see 
Conway, Money Matters, SpeciAL BULLETIN No. 56, AMERICAN FINANCE Con- 
FERENCE 3 (1951). 

"Romney, Hearings Before the Subcommittee on Automobile Marketing 
Practices of the Senate Committee on Interstate and Foreign Commerce, 84th 
Cong., 2nd Sess., pt. 1, at 65 (1956): 

“[C]ustomers focus on, ‘How much am I going to get for my old 
car?’ whereas the important question is, “What is the difference be- 
tween what I am going to get for my old car and what I am going 
to pay for the new one, and what kind of a new car am I getting in 
terms of the value and the distinctions and the features and so on that 
go with that new car?” 

See also PLuMMER & YOUNG, op. cif. supra, note 5, at 28. 

“It has been the standard view that a seller of property may set his own 
price, and may exact from the buyer on a time sale a different price than for 
a cash sale. This difference has been held not subject to laws designed to limit 
the amount of interest that may be charged. In Bell v. Idaho Finance Co., 73 
Idaho 560, 565, 255 P.2d 715, 718 (1953), it is stated: 

“The owner and prospective purchaser of property have full right to 
negotiate and to contract. Each is entitled to deal with his own inter- 
est in mind. Absent some disabling factor, it is a matter of no concern 
to the court what sum a purchaser may agree to pay or how the 
parties arrive at, or what items either considers in determining, that 
price which the seller is willing to take and the buyer is willing to 
pay. The owner may prefer a dollar in hand to a promise to pay two 
dollars and accordingly may fix one price for cash and another and 
highly disproportionate, even exorbitant, price for sale on time or 
credit. The requirements of the purchaser, his financial condition, and 
his prospects may induce him to agree to pay the higher price al- 
though the difference may exceed the maximum interest on the cash 
price. In such case the buyer may not complain of his bargain.” 

In a suit by the buyer to recover twice the amount of alleged unlawful 
interest, plus the statutory penalty, against the assignee of the conditional 
sales contract, judgment was rendered for the defendant. 

In recent years, however, buyers have had some success in convincing 
courts that the time price differential is disguised usurious interest. A leading 
case is Hare v. General Contract Purchase Corp., 220 Ark. 601, 249 S.W.2d 
973 (1952). See also Powell v. Edwards, 162 Neb. 11, 75 N.W.2d 122 
(1956) and Daniel v. First National Bank, 227 F.2d 353 (5th Cir. 1955) re- 
hearing denied, 228 F.2d 803 (5th Cir. 1956). (The circumstances of the 
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bargaining power upon getting as much as possible as an allowance 
for the traded-in car. 

In competing for the dealer’s retail finance business, sales finance 
companies offered numerous inducements. (1) Some accepted con- 
sumer paper from the dealer on a non-recourse basis.1? (2) Some 





latter case are dramatically described by Breecher, Ballard v. The Installment 
Goliaths, 213 Harper’s 63 (1956). Probably all courts, however, continue to 
declare that “an automobile dealer may in good faith sell a car on time for a 
price in excess of the cash price without tainting the transaction with usury.” 
(Edwards case supra at 18, 75 N.W.2d at 127). It becomes a difficult ques- 
tion to ascertain what facts will motivate a court to pierce the facade. See 
the criteria in Daniel v. First National Bank, supra at 356; the Hare case 
supra, at 608, 249 S.W.2d at 977. It is dangerous for a finance company con- 
templating acquisition of time paper to negotiate directly with the buyer be- 
fore consummation of the sale. Jackson v. Commercial Credit Corp., 90 Ga. App. 
352, 83 S.E.2d 76 (1954). For recent discussions of the problem (naturally of 
considerable concern to finance companies), see Pennisi, Georgia Court Holds 
Installment Sales Contract Usurious Where Not Based on True “Time 
Price’, 9 Pers. Fin. L.Q. Rep. 13 (1954); Watson, True Time Price Sale Not 
Subject to Usury Law, R. I. Court Holds, id. at 122 (1955); Lichtenberg, 
Credit Sale Not Usurious, District of Columbia Court Holds, 8 id. at 49 (1954); 
Harding, Arguments in Associates Discount Corporation Case Heard By Ne- 
braska Supreme Court, 10 id. at 50 (1956). In recent years agitation to pro- 
tect the consumer from exhorbitant finance charges and other oppressive tactics 
of financers has resulted in passage of legislation in a number of states. See 
note, Regulation of Retail Installment Sales: New Statute in Ohio, 63 HAryv. 
L. Rev. 874 (1950). Chapter 218 of Wisconsin Statutes, originally enacted in 
1933, was designed to give consumers certain protections. It was amended in 
1953 to provide for maximums on automobile time price differentials. 
*® Quoting from FTC Report on DistripuTION METHODS AND Costs pt. 
IV at 97-98: 
“Even where the finance charges contain no such pack, the dealer is 
nevertheless interested to the extent of a so-called ‘dealer's loss re- 
serve’ because of a contingent liability resting upon the dealer as 
endorser of the car purchaser's installment note, or in lieu of such ‘loss 
reserve’, to the extent of a ‘dealer's bonus’ provided by the finance 
company in the finance charges as per rate book. There are three gen- 
eral bases on which finance companies purchase installment contracts 
from the dealers, viz: (1) specific nonrecourse but subject to a general 
repurchase agreement; (2) wholly nonrecourse to the vending dealer; 
(3) full recourse to the vending dealer. On the first designated basis, 
the installment note or conditional sale contract is sold to the finance 
company endorsed wholly without recourse, but a general contract 
between the dealer and the finance company obligates the vending 
dealer to accept redelivery of the vehicle and to pay the finance com- 
pany the unpaid portion of the purchaser's obligation if the finance 
company should have occasion to repossess the car and should do so 
and should return the car to the dealer within 90 days after default by 
the purchaser. This contingent liability subjects the dealer to a certain 
degree of risk of loss in the reconditioning and resale of such re- 
possessed vehicles, and to compensate the dealer therefor on the in- 
surance principle, a provision therefor is included in the finance charges. 
This provision is segregated by the finance company in its accounts 
and is placed to the dealer's credit in a special account, and from time 
to time, payment representing these ‘dealer's loss reserves’ is made to 
the dealer. General Motors Acceptance Corporation, Commercial Credit 
Co., and Universal Credit Corporation were following this plan in 
1939. Commercial Investment Trust Corporation and its subsidiaries 
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offered the dealer participation in finance charges. (3) Some ac- 
cepted a large share of marginal or risky consumer paper. (4) Some 
accepted paper with extended amortization (2 years, 3 years). (5) 
Some permitted dealers to add a “pack” to the finance charges. 
(6) Lastly, to emphasize the present discussion, many offered the 
dealer favorable finance arrangements for the floor planning of 
his inventory. 

In their contest for position, the sales finance companies that 





other than Universal Credit Corporation followed that plan with cer- 
tain dealers but purchased wholly without recourse from other dealers. 
Certain independent finance companies also followed this general prac- 
tice of buying these installment contracts under repurchase agreements. 
All of these companies made provision for the so-called dealers’ loss 
reserves in connection with contracts so purchased. 

“There is probably no finance company that follows exclusively the 
practice of purchasing these installment contracts wholly without re- 
course to the dealers. However, most of the independent finance com- 
panies made their purchases under this plan to the extent of probably 
80 percent or more of the total volume of installment contracts pur- 
chased by them and, corresponding to the dealers’ loss reserve, these 
companies also generally provided in the finance charges as set up on 
the basis of their minimum rates an amount for ‘dealer’s bonus’ or 
‘dealer's participation!’ 

Payments to dealers from dealers’ reserve have been in excess of dealer 
losses on contingent liability. See PLummMeR & YounG, op. cif. supra note 5, 
at 141. The dealers’ reserve plan was introduced by G.M.A.C. in 1925 and 
was a strong factor in that company’s taking over of the bulk of G.M. dealer 
business. Hearings, supra note 11, at 441: 

“Senator Monroney. We inquired of the Federal Reserve Board and 
asked them to make a survey. They gave us this information. 
““This is the results of a survey of the sales finance companies and 
commercial banks regarding the automobile paper which they hold. 
““Our tentative findings are that about two-third’s of the paper 
is on a full recourse or a repurchasable basis. About 11 percent is re- 
course or repurchase limited to the amount of the reserve funds. About 
22 percent is on a nonrecourse basis. There is some evidence that a 
nonrecourse and limited recourse paper is particularly prevalent in 
Chicago, Detroit, Cleveland, and neighboring areas. There is also 
some evidence that the nonrecourse and limited recourse paper is in- 
creasing in importance.’ ” 

The G.M.AC. release from liability plan is described id. at 636. As to 
whether or not an assignment of a conditional sales contract with a guaranty 
by the assignor is a loan or sale transaction, see Starker v. Heckart, 200 Ore. 
573, 267 P.2d 219 (1954). 

In addition to allowance from a dealer's reserve, many sales finance com- 
panies give the dealer an extra profit by appointing him as agent to place 
insurance. The insurance is provided by a subsidiary of the finance company. 
In Gen. Motors Accept. Corp. v. Comm'r of Banks, 258 Wis. 56, 45 N.W.2d 
83, (1950), G.M.A.C. unsuccessfully attacked a regulation of the Commis- 
sioner which limited rebates to the dealer, including insurance commissions, to 
$20. In 1953, the power of the Commissioner to impose such limitations was 
repealed. 

The dealer may charge any price he pleases for the car. A large allow- 
ance on a traded-in car may be countered by the dealer setting a com- 
mensurately high retail price. Counsel for General Motors have taken the 
position that G.M. cannot legally control the price at retail. Hearings, supra 
note 1 at 3683. 
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had the blessing of the manufacturers were in a favored spot. The 
manufacturers had considerable powers of persuasion. They could 
control the distribution of cars. They gave the franchises. They 
could insist on cash or its equivalent before shipment, and set up 
standards of payment which would be difficult for an unapproved 
sales finance company to meet. Their cooperation was important 
to the perfection of a wholesale security interest based on retention 
of title. 

At a fairly early date, manufacturers began to take an interest 
in retail financing. The prime motivation at the outset may have 
been to increase the flow of cars and create more satisfied customers. 
The infant sales finance business was marred by high rates and 
exploitation of consumers. 

G.M.A.C. (General Motors Acceptance Corporation) was founded 
in 1919 to assist G.M. dealers in wholesale and retail financing.'* 
It is a wholly owned subsidiary of G.M.—a member of the G.M. 
“family”. At a somewhat later date (1928) Ford was instrumental 
in the organization of Universal Credit,*® and in 1927 Chrysler 
tightened its existing relations with Commercial Credit.2° Thus 
the big three car manufacturers all had factory-related finance 
companies. The relations proved to be mutually profitable. 

At the outset G.M.A.C. seems to have been willing to make its 
facilities available to G.M. dealers on a purely voluntary basis. 
Since G.M.A.C. customarily dealt on a recourse basis and had 
other conservative policies, there were many G.M. dealers who 
chose other finance companies. There was evidence that in 1925 





* The history of G.M.A.C. is related by Judge Kerner in United States v. 
General Motors Corp. 121 F.2d 376 (7th Cir. 1941). 

* FTC Report ON THE Motor VEHICLE INDuSTRY 660 (1939). 

* GRIMES, THE Story OF COMMERCIAL CrepiT 59 (1946): 

. . This grew out of the early dealings of the Company with the 
Maxwell Motor Company, Inc., and was strengthened when in the 
latter's behalf it liquidated a large volume of acceptances covering 
wholesale shipments to widely scattered dealers after they had been 
inefficiently handled by another credit agency. Commercial Credit and 
Maxwell had continued to do business together when in 1920 Walter 
P. Chrysler started to reorganize the bankrupt Maxwell Company and 
in 1921 headed the reorganized Maxwell Motor Corporation. The im- 
portance of the association was soon apparent when under Mr. Chrys- 
ler’s dynamic leadership his company became an outstanding factor in 
automobile manufacturing and later was reorganized as one of “The 
Big Three” in the industry. Along with later increase in output and 
sales competition came the opportunity for greater cooperation between 
the two organizations.” 

In 1927 Commercial Credit placed a vice president in Detroit to set up 
and maintain complete files on the credit approved by Chrysler for its dealers, 
so that car shipments could be expedited. On December 10, 1934, Chrysler and 
Commercial Credit entered into an agreement involving still closer relation- 
ships and the acquisition of stock by Chrysler in Commercial Credit. Ibid. 
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G.M.A.C. and G.M. took active steps to persuade G.M. dealers to 
deal exclusively or primarily with G.M.A.C. There was also 
evidence that the services of the other factory-related companies 
were similarly pressed upon Ford and Chrysler dealers. 

As the pattern of factory preference became clear, it is natural 
that the independent sales finance companies scrounging for busi- 
ness would resent the competitive advantages enjoyed by the fac- 
tory-related companies. A newly formed organization of indepen- 
dent finance companies, The American Finance Conference, spear- 
headed their complaints. Violations of the Sherman Act were 
charged. 

Despite the fact that factory intervention into the retail finance 
field may have benefited the consumer by enlarging financing 
facilities offering comparatively low rates, the car manufacturers 
were in a weak position, if discriminatory practices and pressures 
could be proved. They had constituted their dealers “independent” 
business men, buyers of cars rather than agents to sell. Interference 
which would perhaps have been justifiable as applied to agents 
was assailable when applied to control the conduct of buyers. 

In 1937, and again in 1938, the car manufacturers and their 
affliated finance companies were indicted under the Sherman Act 
for alleged conspiracy to monopolize the wholesale and retail financ- 
ing used by their dealers. The charges alleged that the defendants 
had resorted to various measures to force or persuade reluctant 
dealers to give all or a major part of their finance business to the 
favored companies.” Particularly interesting for present purposes 





* “Each indictment charged the respective defendants with conspiring 
to monopolize the business of financing the sale of automobiles, both 
new and used, and by forcing and inducing dealers handling the cars 
of the respective manufacturers to use the financing facilities of the 
finance companies affiliated with the manufacturers at both the whole- 
sale and retail levels. 

“Each indictment charged that because of the high unit price of cars, as 
well as the manufacturer's requirement that all cars be paid for in cash 
before shipment to the dealers, large sums of money were regularly 
and continuously required to finance purchases by dealers at wholesale, 
as well as to permit retail purchasers to buy cars on a time sales basis. 
“Each indictment charged that the respective defendants had ex- 
cluded as far as possible all finance companies other than the company 
affiliated with the manufacturer from the business of financing cars at 
both the wholesale and retail levels; that each manufacturer had given 
various specified special services, facilities, and preferences to its af- 
filiated finance company, and had coerced its dealers, in various speci- 
fied ways, to use the services of the factory-affiliated finance company. 
“Among the means alleged to have been used to compel dealers to use 
the financing facilities of the factory-affiliated finance companies were 
the following: the cancellation of dealers’ contracts to sell cars and 
threats to cancel such contracts; the making of these contracts for a 
period of 1 year only, subject to cancellation on short notice and with- 
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was the allegation that the defendant manufacturers had refused 
to cooperate with the independent sales finance companies in im- 
plementing wholesale financing arrangements and had favored 
and actively assisted the floor-planning operations of the factory- 
related companies. 

Ford, Chrysler and their finance company affiliates, in lieu of 
facing trial, submitted to consent decrees. In general, the terms 
of these decrees embody the principles of “no favoritism, no dis- 
crimination, equality of competition’. The independent sales 
finance companies were to be accorded equality of treatment. 

One of the most important consequences of governmental inter- 
vention was that Ford and Chrysler terminated their affiliations 
with the defendant finance companies. Paragraph 12 of the consent 
decrees provided, however, that the permanancy of the divestiture 
provisions of the decrees would depend upon the ability of the 
Government to secure the divestiture of G.M.A.C. within a stated 
time.?? 





out cause; conditioning the making of such contracts on the dealer's 
promise to use the facilities of the factory-affiliated finance company; 
discriminating against noncooperative dealers by shipping cars which 
were not ordered during the periods of overproduction, and many times 
during periods of normal production, and refusing to ship cars during 
periods of short supply or normal supply; shipping cars of different 
type, style, and design from those ordered; shipping excessive quan- 
tities of parts and accessories; advertising by the factory, endorsing, 
recommending, and promoting by the factory of the financing facilities 
of the factory-affiliated finance company, and using any and all other 
means deemed necessary by the factory to force the dealers to use the 
financing facilities of the factory-affiliated finance company. 
“The results of such practice were that the dealers were deprived of a 
free choice of finance companies even though under their contracts 
with the manufacturers such dealers were not agents of the factory but 
were independent contractors. 
“Among the means alleged to have been used to discriminate against 
independent finance companies and in favor of the factory-affiliated 
finance companies were the following: the furnishing to the latter, that 
is the factory-affiliated finance company, of space in the plants, fac- 
tories, and offices of the respective manufacturers; the furnishing of 
information relating to the purchase sale, transportation, and delivery 
of cars to dealers; instruments relating to security in connection with 
such financing, purchase, and sale of cars, and to the direct transfer of 
title of cars to the factory-affiliated finance company before shipment 
from the factory, and the refusal to make such facilities or any of 
them available to independent finance companies for banks. 
“The availability of such facilities placed the factory-affiliated com- 
panies in a preferred position with respect to competition with inde- 
pendent finance companies and banks.” 
Statement of Holmes Baldridge, Hearings, supra note 1 at 3034. 
*LUnited States v. Ford Motor Co., CCH Trane Rec. Rep. (1940-43 
Trade Cas.) @ 25, 171 (N.D. Ind. 1938). 
As the proceedings against G.M. dragged on, Ford and Chryster became 
impatient. In Chrysler Corporation v. United States, 316 U.S. 556 (1942), 
Chryster resisted a request made by the Government that the district court 
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General Motors and its subsidiaries elected to fight. After a 
gigantic struggle, they were convicted by a general verdict on the 
criminal indictment.?* The Government followed with a civil case 
seeking to enjoin the defendants from alleged discriminatory prac- 
tices, and asking that G.M.A.C. be separated from G.M. 

The case dragged on and on. Delay followed delay. Then came 
the war, and in the post-war period came seemingly endless discov- 
ery proceedings caused by stoutly resisting defendants. The proof 
grew stale. Proof of continuing pressure and discrimination was 





extend the terminal date fixed by Paragraph 12. Despite the express language 
of the consent decree, fixing the date at January 1, 1942, the court approved 
change in the date to January 1, 1943. Time was not of the essence, the 
court reasoned, and the Government had proceeded with due diligence in its 
actions against G.M. and G.M.A.C. The Supreme Court affirmed. Justice 
Frankfurter vigorously dissented. The Government had not proved, he con- 
tended, that it had been diligent in its case against the G.M. companies; Chrys- 
ler was being subjected to “a one-sided restriction of . . . freedom of ac- 
tion. . . .”” Id. at 570. Nevertheless, time was running out. Arguments based 
upon due diligence could not last indefinitely. On December 31, 1945, after 
wartime extensions of the time limits of the consent decrees, the Government 
moved for a further extension of the prohibitions against Ford affiliation to 
January 1, 1947. Ford and C.I.T. resisted. In Ford Motor Company v. United 
States, 335 U.S. 303 (1948), the Supreme Court decided against the Govern- 
ment. It was observed: 
. . . six and a half years ago, this Court characterized the District 
Court's finding that the Government had proceeded ‘diligently and ex- 
peditiously’ as ‘markedly generous’ . At that time the Court also 
found support for the District Court in the fact that ‘the complete 
cessation of the manufacture of new automobiles and light trucks has 
drastically minimized the significance of the competitive factor’ . . 
But circumstances that were found extenuating on behalf of the Gov- 
ernment two years after the entry of the decree are hardly compelling 
ten years afterward . . . The crucial fact now is not the degree of 
actual disadvantage but the persistence of an inequality against which 
the appellants had secured the Government's protection . . . If the 
Government seeks to outlaw possible arrangements by Ford with a 
finance corporation, it must establish its case in court against Ford as 
against General Motors and not draw on a consent [decree] which by 
its very terms is not available.” Id. at 321. 

In the same proceeding Ford was successful in securing two other modi- 
fications of the consent decree. The Chrysler decree was similarly amended. 
See Hearings, supra note 1 at 3037. 

* United States v. General Motors Corp., 121 F.2d 376 (7th Cir. 1941), 
cert. denied 314 ULS. 618 (1941): 

“The trial commenced on October 9, 1939. At the close of the Gov- 
ernment’s case, on October 24, 1939, a motion to dismiss the indict- 
ment and to direct a verdict of not quilty was denied. At the close of 
the defendant's case, on November 15, 1939, a similar motion was de- 
nied. The jury returned its verdict on November 17, 1939, motions in 
arrest of judgment and for new trial were denied on November 18, 
1939 and judgment was entered on the verdict. 

“The reading matter on appeal is voluminous: record—4,566 pages; di- 
gest of evidence by corporate defendants—244 pages; digest of dealer 
evidence by the government—42 pages; briefs by corporate defendants— 
437 pages; briefs by the government—178 pages.” Supra at 382 fn. 1. 

Even so, the trial court excluded much “negative’’ testimony offered by 
the defendants—supra at 405 
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hard to get. (Had the practices ceased?) Finally, on June 17, 1952, 
the case was settled. A consent decree bound the defendants not to 
discriminate against independent sales finance companies—bound 
G.M. to give equality of treatment.** But the defendants won the 
major fight—G.M. and G.M.A.C. remained together. Is this not 
enough to assure G.M.A.C. of continuing to have the lion’s share 
of the G.M. dealer’s business??° 

Regardless of the right or wrong in the ultimate action, the fact 
remains that Ford and Chrysler divested themselves of their finance 
company affiliations and G.M. has not. In addition to controlling 
a very profitable income-producer, G.M. has an affiliate which may 
reflect its production and sales policies.?¢ 

The anti-trust actions are now history. They leave in their 
wake reflections upon the difficulty that besets Government in 
enforcement of stern measures against foemen worthy of their 
steel.27 In the Battle of Titans, some might say that Government 
met its match. 


*LUnited States v. General Motors, Civil No. 2177 (N.D. IIL, July 28, 
1952). Consent decree approved by Judge La Buy July 28, 1952. 

* “During the time I worked on the case, and I still have the opinion, as 
long as this (sic) is affiliation between the factory and the finance company, 
there will be coercion, although subtle.” Statement of Holmes Baldridge, 
Hearings, supra note 1 at 3045. See also Statement of Thomas W. Rogers, 
id. at p. 3127. 

* Senator Monroney: 

“I heard directly from California dealers that the 3-year term, nothing 
down excepting the old car, was announced and put into effect largely 
by G.M.A.C., and was immediately followed by Commercial Credit... . 
“These dealers could not dissociate the appearance of 3 years’ terms as 
a policy from the competitive race... .” 
Hearings, supra note II at 65. The financial policy committee of G.M. 
makes the determination as to who will be elected as directors of G.M.A.C. 
Hearings, supra note 1, at 3613. For recent credit policies of G.M.A.C., 
see Hearings, supra note 1 at 3998. 

The staff report of the Subcommittee on Antitrust and Monopoly of the 
Senate Committee on the Judiciary, Bigness and Concentration of Economic 
Power—a Case Study of General Motors Corporation, S. Rep. No. 1879, 
84th Cong., 2d Sess. 11 (1956) contains a suggestion that divestiture of 
G.M.A.C. and G.M. is in order. The report contains a summary of G.M. 
and G.M.A.C. relations and the competitive advantages of the relations. 
Id. at 67. Meanwhile Chrysler's president has disclosed that Chrysler is “‘con- 
sidering a program to establish a dealer-and-customer financing operation 
comparable to G.M.A.C. and Universal C.1.T. Corp.” Detroit Free Press, 
Mar. 3, 1957, p. 1. 

* A study of the history of the civil suit against G.M.A.C. would reveal 
some of the “Problems of the Big Case.” Part of the delay was because of 
the war, and part because of “‘excessive discovery procedures” under Rule 26, 
which resulted in the taking of more than 400 depositions throughout the 
country, with the end not in sight. Hearings, supra note 1 at 3047. The Gov- 
ernment deferred commencement of the suit until completion of the criminal 
prosecution. This was viewed as the most efficient procedure. Hearings, id. 


at 3055. 
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SITUATION IN WISCONSIN 


The consent decrees obtained by the federal government have 
obligated the big three car manufacturers to the principle of 
equality of treatment among sales companies. They must not exert 
pressure upon their dealers to choose one finance company rather 
than another. 

In Wisconsin, the manufacturers are under additional compul- 
sion not to discriminate between sales finance companies. Car 
manufacturers, sales finance companies and dealers are licensed by 
the state. Attempts to exert pressure upon dealers to choose a 
particular finance company are made a crime and may result in 
loss of license. In addition, a recent decision of the Supreme Court 
of Wisconsin gives the dealer civil recourse (injunction) against 
an attempt to terminate his license without good cause.”® 





*In Kuhl Motor Co. v. Ford Motor Co., 270 Wis. 488, 71 N.W.2d 420 
(1955), the plaintiff, a corporate dealer, sought to enjoin the defendant manu- 
facturer from cancelling its franchise. To establish its right to civil relief, the 
plaintiff relied upon is. STAT. §§ 218.01(3), 218.01(8)(d) (1953). The 
first named subsection at paragraph 17 provides for denial, suspension or 
revocation of license of a manufacturer “who has unfairly, without due re- 
ard to the equities of said dealer and without just provocation, canceled the 
ranchise of any motor vehicle dealer. The nonrenewal of a franchise or sell- 
ing agreement without just provocation or cause shall be deemed an evasion 
of this section and shall constitute an unfair cancellation.” The second named 
subsection added criminal sanction of fine for violation. The plaintiff alleged 
that the threatened cancellation was without just provocation. The defendant 
demurred. The questions before the court were: (1) Does the statute, which 
expressly provides for only administrative and criminal sanctions, impliedly 
give the plaintiff a right to civil relief? (2) Is the statute an unconstitutional 
invasion of freedom of contract? In a four to three decision, the Supreme Court 
of Wisconsin directed that the demurrer be overruled, and remanded the case 
for trial, to determine as an issue of fact whether or not the threatened can- 
cellation was without just provocation. I am informed that the case has 
since been settled. 

The rationale of the decision, according to Currie, J., is that the legis- 
lature, in the exercise of a constitutional power to promote fair dealing, has 
made it “crystal clear that the unfair cancellation of a dealer's franchise with- 
out provocation and without considering the dealer's equities is against the 
public policy of this state.’ This public policy affected the terms of the 
franchise: 

“If the provision of the agreement permitting the Ford Motor Company 
to terminate the franchise upon sixty days advance notice is to be in- 
terpreted as authorizing the Ford Motor Company to unfairly cancel 
the same without just provocation, then such provision would be void. 
On the other hand, if such termination provision of the contract can 
be interpreted in the light of the statute as being operative upon giving 
the sixty day notice so as to permit a cancellation upon any ground 
except one which contravened the statute, then such cancellation clause 
would not be void in toto. It is this latter interpretation which the law 
favors and which I believe should be adopted by this court.’’ Kuhl Mo- 
tor Co. v. Ford Motor Co., supra, at 500, 71 N.W.2d at 426. 

If any rabbit was slipped into the hat, it was the proposition that an 
administrative and criminal sanction statute bears upon the private contract 
rights of the parties. The court had another occasion to consider section 218.01 
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Nevertheless, in Wisconsin the large sales finance companies 
seem to be getting the bulk of the business. A study of statements 
in applications for licenses to engage in sales financing operations 
for 1952 revealed that the great bulk of new car wholesale and 
retail financing conducted by sales finance companies went to the 
first five. The smaller companies did most of their business in used 
car wholesale and retail financing. Banks were doing comparatively 
little discounting of conditional sales retail paper. They were, 
however, heavily involved in making loans on chattel mortgages 
to buyers of new cars. 

A follow-up study based on 1955 figures revealed that the 
smaller sales finance companies had not improved their competitive 
position. Their used car business was being threatened. The 
smaller sales finance companies were experiencing increasing pres- 
sure from the large sales finance companies on the one hand and 
the banks on the other.*® 





in Chapman v. Zakzaska, 273 Wis. 64, 76 N.W.2d 537 (1956). In contra- 
rights of the parties. The court had another occasion to consider section 218.01 
vention of 218.01 (7a), a car dealer changed the speedometer of a car from 
60,000 miles to 21,000 miles, and then sold the car to the defendant. The de- 
fendant, while electing to keep the car after discovery of the fraud, argued 
that the contract was made wholly illegal because of violation of the statute, 
and hence the plaintiff-dealer was not entitled to collect any part of the bal- 
ance of the purchase price. The court rejected the defendant's position. The 
opinion by Gehl, J. does not refer to the Kuhl case, but it is easy to see that 
some of his comments were directed to the reasoning in that case: 
“The consequences of a violation of sec. 218.01(7a) (a), Stats., are de- 
fined therein. It would seem that if the legislature had intended to extend 
or enlarge those consequences by enlarging the remedies long and ex- 
clusively afforded to the buyer in case of breach of warranty or of a 
fraudulent misrepresentation it would have so declared. 
“The statute does not purport to create a new civil violation, nor to 
prohibit the sale of used cars. It is unlike those which, for instance, 
prohibit gambling, the sale of contraband goods, bargains made in 
violation of Sunday laws, et cetera. Unlike the situation in those cases 
the illegality in the instant case does not permeate the contract so as 
to furnish the reason for it and the foundation upon which it rests so 
as to make applicable the rule so generally and sometimes unnecessarily 
broadly stated that all contracts prohibited by statute are void and un- 
enforceable. It is our opinion that the statute was intended to impose 
upon the violator an additional penalty, not to enlarge the rights of 
the other party to the contract.” Jd. at 68, 76 N.W.2d at 539. 

The approach of the Kuhl case was followed in Willys Motors v. North- 
west Kaiser-Willys, Inc., 142 F. Supp. 469 (D.Minn. 1956), construing 
Minn. Laws 1955, c. 626. A cancelled dealer’s counterclaim for damages 
for alleged unfair cancellation of dealership contracts was held not subject to 
the manufacturer's motion for summary judgment, notwithstanding contract 
provision purporting to permit cancellation of the agreement without cause on 
60 days’ notice. 

* My research assistant, Zigurds L. Zile, did most of the work of analysis 
of these statements, and analyzes their content as follows: Filings for 1952 
licenses under Wis. Stat. § 218.01 (1951) reveal that in the preceding year 
(ending October 31, 1951; called 1951 figures hereafter) the five largest sales 
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The small sales finance company faces problems which are not 
solved merely by anti-trust and licensing legislation. Even if the 
principle of equality of treatment is enforced, economic considera- 
tions tend to work in favor of the large sales finance company. 
In 1953 the legislature deprived the Department of Banking of 





finance companies handled 83% of the new car wholesale and 66% of the new 
car retail discount financing business. The smaller companies had a half of the 
used car wholesale (50%) and over one-fourth (29%) of the used car re- 
tail discount business. Figures for the twelve month period ending October 
31, 1955 (called 1955 figures hereafter) show a substantial increase in the 
overall volume of the automobile sales financing business under § 218.01 in 
Wisconsin. Thus, for instance, the number of transactions involving new cars 
at wholesale jumped from 94,991 in 1951 to 118,912 in 1955; and those of new 
cars at retail (discount business) had climbed from 26,615 in 1951 to 44,627 
in 1955. The gains in the used car field were less pronounced. Although this 
added volume of business was shared by all types of financers, save the 
dealer-connected sales finance companies (i.e. dealers licensed to do sales 
financing business on the side), the relative competitive position of the smaller 
sales finance companies had not only failed to reveal improvement, but had on 
the whole materially worsened. Some gains in the new car volume at retail 
(13% in 1951: 14% in 1955) were offset by losses in the new car whole- 
saling (15.5% in 1951; 10.5% in 1955). The used car business, which had 
been the provider of the small finance company back in 1951, was being 
appropriated by others in 1955. The share of the small companies had shrunk 
from 50% to 43% at wholesale and from 29% to 24.5% at retail. The five 
leading finance companies had acquired 49.5% of the used car wholesale and 
61.5% of the used car retail as compared with 47% and 57%, respectively, in 
1951. From the other side, the small finance companies were squeezed by the 
banks which, during the same period, had improved their competitive position 
both at wholesale (3% in 1951 to 7.5% in 1955) and retail (5% in 1951 to 
8% in 1955). Meanwhile, in their overall holdings of retail automobile paper 
Wisconsin banks steadily increased their portfolios: 1951—$27,399,000; 1952— 
$33,350,000; 1953—$43,267,000; 1954—$46,631,000; 1955—$65,184,000. Ws. 
State BANKING Dep't. ANNUAL REPORTS ON THE OPERATIONS OF SMALL 
Loan Companies, Discount LOAN CoMPANIES, FOREIGN EXCHANGE COMPANIES, 
AND CoLLecTION AGENCIES, 1951-1955. These figures obviously include notes 
secured by chattel mortgages. The extent to which (if at all) they include 
conditional sales contracts cannot be ascertained. 

NuMBER OF Motor VEHICLES FINANCED, ACCORDING TO TYPES OF FINANCERS. 
(Comparison of the year ending October 31, 1951 with the year 
ending October 31, 1955.) 

New Cars 
1951 1955 
WHOLESALE RETAIL WHOLESALE RETAIL 
Sales Finance Companies 
ive Lene) ..........— 78,681 17,480 104,999 31,767 
(83.0%) (66.0%) (88.0%) (71.5%) 
Other Sales Finance 


Companies (Except Dealer 














Connected) 14,751 3,456 12,080 6,345 
(15.5%) (13.0%) (10.5%) (14.0%) 

Dealer Connected Sales 
Finance Companies .................. pe 4,195 me 4,177 
(0%) (16.0%) (0%) (9.5%) 
ee 1,559 1,484 1,833 2,338 
(1.5%) (5.0%) (1.5%) (5.0%) 
UD cs tte Rintttlintticcatiaabaciial 94,991 26,615 118,912 44,627 
(100.0%) (100.0%) (100.0%) 
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power to limit the amount of participation a sales finance company 
could give a dealer transferring the conditional sales paper.*° It 
would seem that the large sales finance companies have benefited 
from the removal of the administrative limitation (it had been 
set at $20). Since the enactment of this legislation the business of 
the nationals in Wisconsin has grown and the business of the 
others has diminished. The spokesman for a group of the latter feels 
that this legislation is a primary cause for the shift. (In the same 
legislation, ceilings were placed upon permissible time-price dif- 
ferentials. Direct statutory limitation of time-price differentials 
may have seemed a more forthright approach to the problem of 
consumer protection. But the ceilings are rather high, and there 
has been a tendency for the ceiling to be the current rate. Dealers’ 
participation pushes the rate up.) 


THE MECHANICS OF FLOOR PLANNING 


The system, known as floor planning, under which the cars of 
a dealer are financed pending sale, is a complicated operation. It 
is designed to give the wholesale financer the maximum feasible 
protection against loss, keeping in mind the elusive nature of the 
subject-matter, inventory, and the need of the dealer to dispose of 
it in the ordinary course of business. 

Floor planning, not profitable at best, may at the worst be dis- 
astrous. A financer’s investment in a dealer’s cars may be large. 





Usep Cars 
1951 1955 

WHOLESALE RETAIL WHOLESALE RETAIL 
Sales Finance Companies 
(Five Leading) ...............----------- 8,137 44,046 7,943 47,897 
(47.0%) (57.0%) (49.5%) (61.5%) 
Other Sales Finance 
Companies (Except Dealer 














I os nd 8,628 22,521 6,809 19,282 
(50.0%) (29.0%) (43.0%) (24.5%) 

Dealer Connected Sales 
Finance Companies .................- a 6,869 el 4,685 
(0%) (9.0%) (0%) (6.0%) 
Banks 519 3,668 1,229 6,163 
(3.0%) (5.0%) (7.5%) (8.0%) 
Total wi 17,284 77,104 15,981 78,027 





Nera (100.0%) (100.0%) (100.0%) 
(Information derived from statements filed with the Wisconsin State 
Banking Department under Wis. Stat. § 218.01 for 1952 and 1956 licenses.) 

The above figures do not include cases of dealers licensed as sales finance 
companies under Wis. STAT. § 218.01 to handle their own paper only. The 
figures in the wholesale field are not materially affected by their operations. 
In the retail field, however, such licensed dealers probably *7ld from 7% to 
8% of all conditional sales contracts. 

* Wis. Laws 1953, c. 302 








370 WISCONSIN LAW REVIEW [Vol. 1957 


There is always the chance that the lender’s trust may be misplaced. 
A principal risk that the financer faces is that a dealer turning 
dishonest (perhaps suddenly) may dispose of his cars without using 
the proceeds to pay off the advances on them, or that he may 
“double finance” them. Another risk is that the lender’s interest 
in the cars may not be protected against the claims of the dealer's 
creditors, for example, a trustee in bankruptcy. 

The potential of dealer default is enough to make any branch 
manager nervous. What may be a small loss as compared with 
total company experience may loom large on his books, and reflect 
discredit upon him. The loss may signify that his operations have 
not been careful. In floor planning operations, the old adage holds, 
an ounce of prevention is worth a pound of cure.*t There is no 





"T have in my possession a copy of an address by Ernest A. Thompson 
made before the American Finance Conference on November 14, 1951. Mr. 
Thompson was at that time Executive Vice President of Securities Acceptance 
Corporation. The address goes into the various considerations a finance com- 
pany should keep in mind in passing upon a dealer's eligibility for financial 
assistance and in managing the account when it is set up. Space does not 
permit the reproduction of this address in full. Quoting from a part: 

“No dealer should be exempt from periodic checking of floor planned 
cars. The checking of floor plan cars as a guard against possible fraud is 
a must in the policing of wholesale outstandings. It is better to double 
one month's retail delinquency than to neglect the regular and proper 
checking of one dealer. The financial responsibility and your grading 
of the dealer should be used in determining how frequently car checks 
are to be made. A form of report should be used on which the items 
can be listed for ready reference and permit classifying items which are 
regular or irregular as well as a place for the checker's comments. The 
checking of floor-planned units should be varied as to time and identity 
of the checker. If it is possible, it is best to alternate the checkers so 
that the same individual will not check the same dealer twice in 
succession. 

“When checking wholesale nothing should be taken for granted. 
Checking reports properly handled can disclose many danger signs, 
and if these are recognized and completely investigated many losses 
can be avoided. I would like to briefly mention a few of these danger 


wan 

“When the unit is reported to be someplace other than the dealer's 
place of business, the report is not complete until it has been determined 
that the dealer's statement is correct by checking the unit at the other 
location. 

“If the unit is loaned out by the dealer the checker should obtain the 
name and address of the person to whom it has been loaned, and the 
checker should verify the accuracy of the information by actually 
looking at the unit and checking it. 

“Don’t ever assume that the unit is. . . 

1. In the t shop 

2. In the shop 

3. Stored at the dealer’s home 

4. Being used by the dealer's wife 

5. Loaned to a customer 

6. Or at any place. . . . Dealers have and will continue to try to 
cover conversions by these and other excuses for cars not being available 
for checking. 
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substitute for proper care in screening a dealer before he is ac- 
cepted for wholesale financing. And when a floor plan is set up, 
there is no substitute for systematic checks, for “policing”. As 
frequently as the situation seems to warrant, the dealer’s place 
must be visited. The covered cars must be located, identified and 
inspected. Unexplained tardiness of the dealer in paying for cars 
sold must not be tolerated. 

Floor planning is a job for the professionals. It does not behoove 
a lender who does not have the facilities and know-how for syste- 
matic follow-through to engage in the operation. 

An attempt to survey practice in wholesale credit operations 
involving cars can lead to a feeling of frustration. There is much 
variety in the way things are done. Ways may vary from financer 
to financer and from time to time. One must be prepared for con- 
tinuing revisions of concepts of going ways. The following com- 
ments, centering around a description of the kind of papers that 
are likely to be found in automobile wholesale financing, are, it is 
hoped, suggestive of current likely procedures. 


Basic Agreement 


Relations between a car dealer and financer*? are premised upon 





“If a dealer reports several units sold within the last day or so, the 
checker should find out to whom they were sold and when they were 
delivered. This information might disclose a float in a dealer's whole- 
sale outstandings. 

“Most units floor-planned are identified by serial number or motor 
numbers or both. No wholesale check is of any value unless the num- 
bers are actually verified by the checker. Some companies make a prac- 
tice of omitting a digit from either the motor number or serial number 
when preparing a list for the checker to work from. This procedure 
makes it absolutely necessary for the checker to examine the numbers 
to supply the missing digits. Other companies rely on alternating checkers 
to insure accurate reports. 

“One of the ‘musts’ in the procedure of checking wholesales is the 
comparison of the current checking report with at least three previous 
reports. By following this procedure it can be ascertained whether or 
not units are being used (driven), as speedometer readings will gen- 
erally show this. Other irregularities may be brought to light that will 
develop a pattern of weakness such as . . . a series of reports showing 
the same units . . . missing from the dealer's place of business . . . that 
the dealer is paying the checker for several units at the time of each 
check, etc.” 

The address continues to articulate careful steps which should be taken 
by finance companies in periodic checking, etc., and also includes a catalogue 
of the various kinds of frauds a dealer may perpetrate upon a finance company. 

For further descriptions of dealer controls, see Langhans, Dealer Credits, 
SpeciAL BuLLeTIN No. 56 AMERICAN FINANCE CONFERENCE 54 (1951); Seiver, 
Handling Wholesale Credits, SpeciAL BULLETIN No. 52, AMERICAN FINANCE 
CoNFERENCE 6 (1950). 

"At this point we are concerned only with wholesale financing pro- 
cedures. Realistically it may be supposed that at the same time dealer and 
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approval by the financer of the dealer’s creditworthiness. Before a 
dealer is accepted for wholesale financing, the financer must form 
a judgment that he is a good risk. It is likely that the financer will 
make its own investigations, and fortify its knowledge with a report 
or two from an agency like Dun and Bradstreet. The dealer will 
be asked to fill out an application, the information in which will 
assist the financer in evaluations. In addition, the dealer may be 
required to present guarantors. If the dealer is a corporation or 
partnership, for example, the financer may require that the officers 
or partners guarantee personally its prospective obligations. 

If the dealer’s credit is approved, the future relations between 
financer and dealer may be based upon some kind of “plan”. There 
are floor plans, demonstrator plans, retail plans. 

Naturally, the particular arrangement made with each dealer 
will to some extent be adjusted to his individual case. At least 
part of the arrangement may be regarded as confidential. Orally 
or in writing, the financer and dealer will probably come to some 
understanding with respect to the line of credit available to the 
dealer, the percentage amount of used car value to be advanced 
(100% of invoice for new cars is customary), whether or not the 
dealer may have possession of certificates of origin and title certifi- 
cates, when advances on cars must be curtailed and when paid off, 
the interest and flat charge that the dealer must pay, whether, in 
the case of used cars, the dealer may prepare and sign the loan 





financer discuss the wholesale plan, they will discuss the retail plan, including, 
of course, the all-important question of the dealer’s reserve and participation. 

For a treatment of setting up and policing dealer wholesale, see Seiver, 
Handling oe tee Credits, SpeciAL BuLLeTIN No. 52, AMERICAN FINANCE 
CONFERENCE 6 (1950 

Underlying agreements between General Contract Corporation and Stew- 
art-Lacy Motor Company of Yazoo City, Mississippi are described in Com- 
mercial Credit Corporation v. General Contract Corporation, 223 Miss. 774, 
a 2d 257 (1955). See also PLlummMeER & YOuNG, op. cif. supra, note 5 at 
115. 

For further discussion of the meaning of UTRA section 4-1 see Rohr, 
Some Problems in Trust Receipt Financing, 3 Wayne L. Rev. 22, 27 (1956). 
For a description of the substance of an underlying agreement see C.I.T. Corp. 
v. Commercial Bank, 64 Cal. App. 2d 722, 149 P.2d 439 (1944). 

Section 4-1 of UTRA provides: 

“A contract to give a trust receipt, if in writing and signed by the 
trustee, shall, with reference to goods, documents or instruments there- 
after delivered by the entruster to the trustee in reliance on such con- 
tract, be equivalent in all respects to a trust receipt.’ 

It has been pointed out that on the face of this provision only contracts 
are equivalent where goods, etc. are delivered by the entruster to the trustee, 
and that it does not cover the case where goods are delivered by a third person 
to the trustee. 

See Pomeroy, What Contracts to Give a Trust Receipt are Equivalent to 
Trust Receipts, 2 U. Cn. L. Rev. 422 (1945). 
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papers and forward them with a draft upon the financer, etc. Much 
may, however, be left to the terms of the loan and security papers 
covering specific cars. 

Sometimes underlying agreements are in writing and signed by 
the parties. The writing may be elaborate, and include clauses 
such as a contractual undertaking by the dealer to give trust re- 
ceipts, a crossover clause, and specification of the financer’s rem- 
edies upon default. Often, however, much of the basic under- 
standing is oral. It may be supposed, however, that in either event 
there is usually at least implicitly some understanding that the 
dealer will patronize the financer with a share of retail paper. 

At least one large sales finance company expresses its wholesale 
plan in the form of pages in a manual. When the dealer receives 
his copy, he is requested to sign a receipt. He does not, however, 
sign any underlying agreement. 

The particular arrangements for a dealer may be the subject of 
an intra-company memorandum originated by the branch man- 
ager and approved at a higher echelon. 


Dealer Authorization 


Where the dealer needs wholesale financing to assist him in 
purchases from the factory, he will sign a “letter of authorization” 
directed to the manufacturer. This letter authorizes the factory 
to accept payment from the named financer. Sometimes the letter 
may expressly authorize the factory to execute title and security 
papers to the financer. The authorization is typically terminable 
by the dealer upon notice. 


Finance Company Commitment 


In new car wholesale financing, the manufacturer’s desire for 
prompt payment must be taken into account. Unless the manu- 
facturer obtains payment of cars before shipment, present standard 
methods of delivery involve an element of trust. Today delivery is 
usually by some form of haulaway. Delivery to the dealer via truck- 
ing company (contract or common carrier) is the most frequent.** 





me States v. General Motors Corp., 121 F.2d 376, 389 (7th Cir. 
“Normally dealers choose to have the cars they purchase shipped by 
rail or truck-away. In the beginning most shipments were made by 
rail, and a considerable amount of rail shipment is still employed 
through the mountain states and the middle west. In 1929 shipment by 
truck-away became popular with the dealers, and this popularity has 
increased until now shipment by way of truck moves the greatest 
portion of the total business. Several factors have combined to pro- 
duce dealers’ preference for the latter means of transportation, namely, 
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This method of delivery is designed for speed and simplicity of 
operation. It envisages that the carrier will pick the cars up at the 
factory and take them to the designated dealer without undertak- 
ing collection of invoice or storage of cars pending collection. The 
manufacturers consequently require cash or equivalent assurances 
before releasing cars to the trucking company. 

When a car dealer requests his factory to draw upon a desig- 
nated financer for payment of his deliveries, the manufacturers 
therefore insist upon a letter of commitment from the financer. 
In this letter the financer promises to pay drafts drawn upon it 
at a designated bank, in the amounts of invoices representing ship- 
ments to fill orders of the designated dealer. The commitment may 
or may not impose a top limit of so much per day. (Where the 
financer is a bank, it would seem that good banking practice would 
necessitate some such limitation upon the commitment.) The 
letter may stipulate that the drafts be accompanied by invoices 
and other papers. The letter is terminable, usually upon a short 
period of notice. (In the case of at least one manufacturer, a 
dealer’s financing may be terminated by a telephone call to the 
manufacturer's credit manager.) 

Where the financer is a sales finance company, the manufacturers 
require further assurance. G.M., in dealing with “Outside Dis- 
count Companies’”—-sales finance companies other than G.M.A.C., 
requires that this assurance take the form of a bank guarantee—a 
guarantee given by the bank where payment is to be made that 
drafts drawn upon the financer will be paid.** Other manufacturers 





the extension of highway facilities, and the permitting of more prompt 
and economic handling of cars.” 

Hearings Before the Subcommittee on the Study of Automobile Marketing 
Practices of the Senate Committee on Interstate and Foreign Commerce, 84th 
Cong., 2d Sess., pt. 1, at 143 (1956): “Mr. Herzog. ‘If my recollection is 
correct, and I am quite certain it is, 13 percent of the shipments are made by 
rail, approximately 80 by truck, the balance by water.’” 

“General Motors Consent Decree, United States v. General Motors 
Corp., Civil No. 2177, N.D. Ill, July 28, 1952, at 10: 

“Where the financing is by a finance company, the latter's commitment 
(whether the plan selected be the single dealer plan or the multiple 
dealer plan) must be supported by the authorization of a bank desig- 
ome by it with the concurrence of the Division and the Treasurer's 
ice. 
“Where the financing (under either of the alternative plans) is by a 
bank directly, the authorization of an additional bank will similarly be 
required in the discretion of the Division and the Treasurer's Office. . .” 

The consent decree and the exhibits incorporated into it by reference are 
published in American Finance Conference, Text of G.M.-G.M.A.C. Consent 
Decree & Outline of Wholesale Financing Procedures for General Motors 
Dealers (July, 1952). The publisher of this pamphlet is the Division of Re- 
search and Publications, American Finance Conference, Inc., 176 West Adams 
St., Chicago 3, Ill. References to these exhibits will be called “General Motors 
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will usually accept an assurance in the form of a surety bond. 
The manufacturers reserve the right to approve the extent of the 
limitation of the guarantee, and its sufficiency in other respects. 
The approval of these credit arrangements typically seems to be 
centrally administered. 

Where the financer is a bank, the manufacturers seldom insist 
that the bank’s commitment be backed up by the further assurance 
of another financial institution. Justification for the requirement 
of further assurance for sales finance companies seems to exist in 
the fact that great difficulty would attach to passing upon the 
creditworthiness of each separate sales finance company. But can 
a broad assumption be made in favor of all banks? It seems that 
G.M. reserves the right to demand further assurance from banks 
as well. 

G.M.’s insistence that the further assurance be in the form of a 
bank guarantee imposes some hardship upon smaller sales finance 
companies. While it does not seem customary for banks to charge 
their customers for this service, the amount of the guarantee will 
be deducted from the line of credit approved by the bank for the 
sales finance company, and thus curtail its borrowing power. 

It seems that all manufacturers are willing to convenience the 
financer by permitting it to satisfy the creditworthiness require- 
ment by covering all enfranchised dealers in the same general as- 
surance. This is called by G.M. the “multiple dealer plan”. Thus 
separate bank guarantees or surety bonds need not be offered. 

Some of the sales finance companies satisfy the assurance require- 
ment by participating in a schedule bond, filed on behalf of all the 
participants, and designating the coverage of each in a schedule. 
The advantage of such procedure lies in the fact that they obtain 
a group rate. 

Departure from the above procedures may possibly be found. 
It is possible that more informal arrangements may be counte- 
nanced at some assembly-plant leveis. 


Factory Invoice, Bill of Sale 


The groundwork for financing a dealer’s new car acquisitions 
having been laid, the factory is now in a position to fill the dealer’s 
orders. It may be expected that, at some previous time long enough 
to plan production, the dealer has indicated to the factory repre- 
sentative his car needs. Possibly ten days or so before scheduled 
shipment of cars, notice of shipment will be sent to the dealer, 





Consent Decree” in the remainder of this article. 
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and perhaps to the financer. (At the time the notice is sent, the 
cars may not have been manufactured.) At the time of shipment, 
a factory invoice is prepared, containing the information on the 
shipment notice, and serial number and price of cars. Copies of 
the invoice serve various business purposes.** A copy of the invoice 
is sent to the dealer. Another copy is attached to the draft which 
is presented to the financer. Other copies are retained by the manu- 
facturer. A receipted invoice in the hands of the financer, while 
not exactly a bill of sale, may be arguably its equivalent. 

The G.M. consent decree contemplates that G.M. will issue 
bills of sale to “Outside Discount Companies”. But another large 
manufacturer discontinued the issuance of bills of sale about five 
years ago, except upon specific request. I have been informed that 
there have been no squawks. Objection was made to the practice 
of issuing title papers on the ground that cumulatively the work 
of execution took up a considerable amount of time, even though 
the actual execution had been delegated to a low echelon. 

It used to be standard practice for some manufacturers to assist 
financers in perfecting a security interest in cars.** For example, 
one manufacturer used to give the financers the option of having 
the manufacturer sell the car on conditional sale to the dealer and 
assign the contract to the financer upon payment of the invoice, 
or having the manufacturer execute a trust receipt for the dealer 
on the car. The manufacturer has discontinued this practice. But 
at least one manufacturer is still willing, upon request, to execute 
security title papers. With one notable exception, however, the 
general practice of the financers, as far as I can make it out, seems 





* General Motors Consent Decree, id. at 13: 

“The invoice will reflect the sale to the O.D.C., as grantee. One copy 
of each will be forwarded with the sight draft to the collecting bank. 
One copy of the invoice will be forwarded direct to the dealer. Ad- 
ditional copies of the invoice will be used in accordance with the in- 
dividual requirements of each Division.” 

In Universal Credit Co. v. M. C. Gale, Inc., 40 Cal. App. 2d 796, 799, 
105 P.2d 1003, 1004 (1940) it is stated: 

“[I]n furtherance of its contention that title passed from the Ford 
Company to Gale rather than to the respondent, appellant calls at- 
tention to the fact that the cars were invoiced to Gale. But no sig- 
nificance of title can be attached thereto, for it is well settled that 
standing alone an invoice is not regarded as evidence of title. It is 
neither a bill of sale nor evidence of a sale, and does not transfer title, 
and it is as appropriate to a bailment as to a sale.” 

* Where a trust receipt is executed by the manufacturer for the deal- 
er, clean procedure would suggest that the manufacturer give the finance 
company a bill of sale. Having the manufacturer execute the documents 
would seem to be particularly appropriate for states which have not adopted 
UTRA, but recognize the trust receipt subject to the common law tripartite 


limitation. 
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to be to make out their own security instruments.. The manufac- 
turer’s authority to execute security papers may be expressly granted 
by the dealer. 


Certificate Of Origin 


a growing number of states, the law requires the manufacturer 
to issue a certificate of origin*7—-the so-called “birth certificate”. 
In these states, the customary practice seems to be for the manu- 
facturer to issue the certificate in the name of the dealer. Where 
certificates of origin are required, the possession of the certificate 
may prove to be vitally important for perfection of the financer’s 
interest. In fact, possession of the certificate may be enough by 
itself to protect the financer from the claims of the dealer’s cred- 
itors. Finance companies request manufacturers not to issue and 
deliver to dealers duplicate certificates of origin. Nevertheless, it 
seems frequent for financers to permit dealers to have possession 
of these certificates, although in so doing they may jeopardize their 
security interest. 


Bill of Lading 


Where shipment is by common carrier, for example, rail or boat, 
the carrier will create a bill of lading.** If a financer for the dealer 





** General Motors Consent Decree, supra note 34 at 13: 

“On shipments to states which require a manufacturer's certificate of 
origin, the certificate of origin will be forwarded with the sight draft 
to the collecting bank.” 

For an excellent illustration of the importance of possession of the man- 
ufacturer’s certificate of origin in Ohio, see In re Glass, 135 F. Supp. 944 
(N.D. Ohio 1955). A chattel mortgagee in possession of the certificate of 
origin was protected vis-a-vis the borrower's trustee in bankruptcy, despite 
the fact that the mortgage was not filed and the certificate of origin was not 
assigned to the mortgagee. 

Smith, MarKETING oF Usep AurtomosiLes 192 (1941), writes of the sit- 
uation in Ohio: 

“Briefly, the idea is that the manufacturer shall issue, for each motor 
vehicle sold to a dealer, a certificate identifying the vehicle, and giv- 
ing the name and address of the dealer to whom it is sold. If this 
dealer sells to another dealer, he shall endorse the certificate to his 
purchaser, and so on, until the vehicle is disposed of to the customer. 
“If the finance company should insist upon holding this manufacturer's 
certificate until the dealer has liquidated his indebtedness, the dealer 
would suffer the embarrassment, at the time of making a sale, of being 
unable to pass title to the car. The larger finance companies have rec- 
ognized this feature, and have permitted the better dealers to keep the 
certificates from the manufacturers, thereby sacrificing control of the 
security for their loans. 

“When this is done, the finance companies find that it is not only 
necessary to take an inventory of cars on which they have granted 
loans, but also to check the presence of the manufacturer's certificates 
which the dealer could hypothecate for other loans.” 

“For an illustration of trust receipting with a bill of lading involved, see 
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has established relations with the manufacturer, it seems to be the 
practice to ship on straight bill of lading with the dealer named 
as consignee. A cash draft will be presented in the usual manner 
to the financer. If no financer is in the picture, a shipper’s order 
bill of lading may be created and, properly endorsed, may be sent 
with a sight draft to a collecting bank for release to the dealer upon 
payment of the sight draft. (A finance company may assist the 
dealer at this level.) At least one manufacturer does not use order 
bills of lading on boat shipments because of storage and collection 
problems at the wharf. 


Payment Procedures: Cash Draft 


To obtain payment from the dealer’s financer with whom rela- 
tions have been established, manufacturers employ a so-called 
“cash draft’**—called a sight draft by G.M.—usually drawn by 
the assembly plant from which the car is shipped and deposited 
in a local bank for collection and treatment as a cash item. It is 
credited immediately to the factory account by the depository bank. 
The draft names the financer as drawee. It is frequently printed 
on the outside of an envelope, in which are enclosed relevant 
papers, such as the financer’s copy of the invoice. A separate cash 
draft seems usually to be created for each shipment. While usually 
deposited and forwarded to a collecting bank, the cash draft may 
be sent by mail directly to the drawee, where the drawee is a de- 
pository of the manufacturer, for crediting to the manufacturer's 





Chichester v. Commercial Credit Co., 37 Cal. App. 2d 439, 99 P.2d 1083 (1940). 
neral Motors Consent Decree, supra note 34 at 13: 
“On rail shipments, a straight bill of lading will be forwarded direct 
to the dealer.” 

Hearings Before the Subcommittee on the Study of Automobile Marketing 
Practices of the Senate Committee on Interstate and Foreign Commerce, 84th 
Cong., 2d Sess., pt. 1, at 421 (1956): 

“Mr. Brennan . . . As you probably know, the trucks and the boat 
lines will not accept an order-notified bill of lading. That is only by 
rail, and our movement by rail is very small.” 

* General Motors Consent Decree, supra note 34 at 12: 

“Upon each shipment where the dealer specifies wholesale financing 
through an O.D.C., the Division will draw a multiple copy sight draft 
(see Exhibit V) and issue a bill of sale and invoice as follows: 

1. Sight Drafts 

a) If the O.D.C. is a finance company or a financing bank requiring 
an authorizing bank, the draft will be drawn on the O.D.C. and pay- 
able to the order of the collecting bank, copies to be used as follows: 
No’s 1, 2, and 3 to collecting bank—No. 1 to be retained by the 
collecting bank for its own record; No. 2 to be forwarded by the 
collecting bank to the General Motors depository bank with remittance; 
No. 3 to be stamped paid by the collecting bank and returned to the 
Division; No. 4 to drawee (O.D.C.); No. 5 to Treasurer, General Mo- 
tors Corporation.” 
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account. Certain of the larger sales finance companies have ar- 
ranged to pay for all purchases at designated places. Simplicity of 
arrangement may result. A manufacturer may present in a bloc all 
invoices on dealers backed by the financer which originate in a 
single day at a given point of shipment. The Detroit office of the 
large sales finance companies, for example, may pay once a day 
for all shipments from Detroit made to its customer-dealers. 

At least two of the large auto manufacturers have taken steps 
to synchronize as much as possible delivery of the cars to the 
dealer with payment of the draft and the consequent beginning of 
interest charges which the dealer must pay for the wholesale credit. 
They do this by calculating the probable date of arrival of the car 
at the dealer’s place of business and holding up the deposit of the 
draft until such time as its payment presumably will coincide with 
delivery. In March 1957 the rumor was going around that another 
large manufacturer was switching over to an equivalent “time 
draft” procedure. 

Since the cars may be en route or arrived at destination at the 
time of payment, the cash draft system rests on the supposition 
that the financer has given the manufacturer the assurance pre- 
viously described. 

The financer may prefer not to have the cash draft system em- 
ployed. Payment by check before shipment may be made. Alerted 
by the shipping notice (sent some days before shipment) the fi- 
nancer may send its check in time to be received before the 
shipping date. Unless the check is certified, an element of trust 
is involved in the release of cars on payment by check. Accordingly, 
at least one manufacturer requires that the check be certified unless 
the financer has given the assurances necessary in cash draft pro- 
cedures. 

Prepayment by check seems to be a rare method of paying for 
cars where the dealer has a wholesale financer. Payment by honor- 
ing a cash draft seems standard practice. Prepayment probably 
supposes that the dealer will be charged interest beginning at 
some time before shipment. 


Power of Attorney 


As part of the setting up of floor planning operations, the financer 
will probably require that the dealer sign a power of attorney 
form.*® In this form the dealer designates some person or persons 





“ At the hearings before the Senate Subcommittee on Automobile Marketing 
Practices (supra note 9, at 115) the statement was made that sometimes notes 
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to execute on his behalf appropriate papers in connection with 
the wholesale financing of cars (notes, trust receipts, etc.). Exercise 
of this power of attorney serves to streamline wholesale financing 
procedures. Otherwise, it would be necessary to have the dealer 
call at the finance company office as frequently as advances were 
to be made and personally sign the necessary papers. In view of 
the number of separate transactions, this would take up a lot of 
time, and there could be doubt as to the efficacy of the writing as 
a trust receipt if executed at a time substantially after delivery of 
the cars to the dealer. 





were signed for dealers (with the consequent running of interest) considerably 
in advance of the time the dealers actually received the cars. 


At least under UTRA without the chattel mortgage amendment, it is 
important that the trust receipt be executed at some time that has a definite 
relationship to the delivery of goods to the trustee. There must be, it seems, 
an element of contemporaneousness. Rohr, Some Problems in Trust Receipt 
Financing, 3 Wayne L. Rev. 22, 27 (1956) raises a question as to whether a 
trust receipt acquired by the lender within a week or longer after the transac- 
tion satisfies the requirements of UTRA § 2-1(a), -3. He suggests dif- 
ficulties in synchronization may be avoided by having the dealer execute a 
supplemental agreement to give a pledge, and utilize § 3 of UTRA. The 
creation of the trust receipt within 10 days from the date that “new value” 
was given would amount to the substitution of security interests, free from 
attack as a voidable preference. Jd. at 28. If the power of attorney method 
of executing a trust receipt is chosen, he suggests that the dealer appoint a 
third party, not the lender, as the agent. I do not share Mr. Rohr’s fears for 
the safety of the trust receipt and note executed by the financer under a power 
of attorney. I do not, however, call to mind case authority for support. The 
situation may be analogized to confession of judgment clauses. Nor do I feel 
that there must be the same degree of proximity to delivery in the execution 
of the receipt as I believe Mr. Rohr does. I believe execution synchronized 
with the financer’s payment to the factory is sufficient. 

The use of notes with trust receipts has been held permissible under 
UTRA. See Chichester v. Commercial Credit Co., 37 Cal. App. 2d 439, 99 
P.2d 1083 (1940). 

The power of attorney procedure is designed to simplify the process of 
perfecting a floor plan interest, and to make it unnecessary for the dealer to 
appear at the office of the sales finance company and execute each trust re- 
ceipt. For an illustration of financing procedures without dependence upon 
power of attorney, see Chichester v. Commercial Credit Co., supra, this note. 

The signatory agreement is described and commented upon in Com- 
mercial Credit Corp. v. Gen. Contract Corp. 223 Miss. 774, 779 79 So. 2d 
257, 259 (1955): 

“The fourth document was styled Signatory Agreement. By it Lacy 
empowered General to designate someone to execute on behalf of 
Lacy any and all notes, trust receipts, endorsements, assignments, ac- 
ceptances, conditional sales contracts, or other written instruments to 
carry out the financial floor plan arrangement which had been made 
between Lacy and General. .. . 

“It might be added here that, while the binding effect of this last in- 
strument as between Lacy and General is not questioned, it is of some 
significance that Lacy did not himself sign this document. It was signed 
in the name of Lacy by T. Malcolm Talley, who was the branch man- 
ager of General at St. Louis, Missouri, and who had been designated 
by General to execute the Trust Receipt under its power of attorney 
by virtue of the ‘Signatory Appointment’ instrument above set out.” 
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The power of attorney form of at least one large sales finance 
company appoints a person in the Comptroller’s Office of the manu- 
facturer to execute trust receipts and notes for the dealer. Other 
power of attorney forms constitute some employee or employees 
of the financer as the dealer’s agent for execution of the papers. 
Apparently there is no standard practice as to the level at which 
the power is exercised. One finance company executes the power 
by making out the necessary papers in Detroit, where payments 
to the factory are made on Wisconsin shipments. This practice 
tends to synchronize execution with payment. Another financer 
executes the papers at the branch level, although payment is made 
at Detroit. The execution in this case is made upon receipt of 
the invoice. The demand note will be dated, however, as of the 
time the advance was made by the financer. 

In used car financing, where loans are made directly to the 
dealer, it does not seem to be the practice to depend primarily 
upon the exercise of the power of attorney. The dealer is close at 
hand to the branch office which disburses the funds. He can sign 
the papers personally. The note and chattel mortgage or other 
security instrument may cover a group of cars. At least one finance 
company permits the dealer to send in the signed forms with a 
draft for the calculated amount of the loan. Even in this case, how- 
ever, the power of attorney is regarded as a useful instrument in 
reserve for the purpose of making corrections. 


Security Interest Papers 


Reference has already been made to the possibility that in some 
cases the factory may execute security title papers. The present 
practice in Wisconsin seems to be for the financer to accomplish 
this without factory cooperation. 

Floor planning is a series of secured transactions. The financer 
will use some device—chattel mortgage, conditional sale or trust 
receipt—to establish a security interest in cars which are the sub- 
ject of wholesale financing. In states having the Uniform Trust 
Receipts Act (hereafter called UTRA) the trust receipt is the pop- 
ular device for the financing of new cars.*' The chattel mortgage 
amendment to UTRA, found in a few states, permits use of the 
trust receipt for used car wholesale financing as well. The trust 
receipt may also be used in non-UTRA states, where the common 

“9 ULL.A.; Wis. Strat. §§ 241.31-.50 (1955). 
For recommendations as to the content of trust receipts under UTRA, 


see Rohr, Some Problems in Trust Receipt Financing, 3 Wayne L. Rev. 22, 
29 (1956). 
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law trust receipt is recognized without filing, but its use in such 
states must be confined to the financing of new acquisitions, under 
a tripartite arrangement. 

There is also much use of the chattel mortgage. In many states 
the chattel mortgage may be considered the only suitable device 
for the wholesale financing of a dealer’s used cars. In non-UTRA 
states, the chattel mortgage may be prevalently used for new car 
financing as well. Conditional sales contracts may also be employed, 
depending upon the jurisdiction. Use of the conditional sales 
contract by a financer (unless, possibly, it takes as assignee of the 
manufacturer) may be challenged as being functionally a chattel 
mortgage.*” 

Since 1953, when Wisconsin adopted the UTRA (with the chattel 
mortgage amendment), the trust receipt has been prevalently used 
in this state for the financing of a dealer’s new and used car inven- 
tory.** Before 1953, the chattel mortgage was the most frequently 
used device in this state for the purpose. But there was consider- 
able use of the conditional sale and trust receipt. The trust receipt 
was used frequently.** The individual trust receipts were often 
filed of record. 

Sales finance companies have their own forms of trust receipts. 
They may be expected to contain an acknowledgment by the dealer 
that he has received the subject matter and holds it in trust. The 
dealer (called “trustee’’) admits that title to the goods is in the 
entruster, or that the entruster has a security interest in the goods, 
to protect the stated indebtedness of the trustee to the entruster. 
The trustee agrees to take proper care of the goods and to insure 
them, without expense to the entruster. Proceeds received from 
sale of the goods are to be held in trust subject to the claim of the 





om“ e.g. Hughbanks, Inc. v. Gourley, 12 Wash. 2d 44, 120 P.2d 523 
(1941). 

“ Checking the records at the office of the Secretary of State in Madison, 
my research assistant, Mr. Zigurds L. Zile, reports that from the inception of 

A in 1953, to October 31. 1956, 9,942 original filings and renewals were 
filed. For the 12-month period from November 1, 1955 to October 31, 1956 
the filings numbered 3,436. A 10% random sample of the filings, covering a 
total of 33 companies, revealed that of the sample 49.6% were involved in mo- 
tor vehicles financing, 45.7% in financing other merchandise only, and the 
nature of the business of 4.7% was unascertained. The sample » A showed 
that 90.5% of the transactions involving motor vehicles were handled by six 
finance companies. 

“In Mershon v. Moors, 76 Wis. 502, 45 N.W. 95 (1890), the supreme 
court expressed the view that the tripartite trust receipt transaction was es- 
sentially a conditional sale. It was decided, in that case, that the transaction 
involved was governed by Massachusetts or Connecticut law, where filing 
was not required at that time. See also Note, 18 Mara. L. Rev. 139 (1934); 
In the Matter of Lee, 6 Am. Bankr. R. (n.s.) 437 (Ref. W.D. Wis. 1923). 
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entruster. The trustee is authorized to sell the goods in the ordi- 
nary course of business. The entruster is given the right to take 
possession of the goods at any time. The entruster’s remedies upon 
default are set forth. Usually the trust receipt is accompanied by a 
note signed by or on behalf of the dealer. The note is for the 
amount of the loan plus interest and charges, and may be payable 
upon demand. 

The chattel mortgage and conditional sale forms may be the 
same forms essentially as are used for retail financing. There may 
be no express recognition of the right of the mortgagor or vendee 
to sell the subject matter free and clear of the security interest. 
Considered against the circumstances, some forms may give the 
impression that the financer would like to play both ends against 
the middle. 


Floor Plan Variants 


Adjustments in procedures must be made in used car floor 
planning. In the first plan, we may find a sales finance company 
reluctant to floor plan used cars, and where done, confine its lend- 
ing to cars of not more than a certain number of years of age, lend 
only a certain percent of the value of the car (perhaps 80% or 
90%) whereas in new car floor planning the finance company 
would advance 100% of the invoice price, and insist upon curtail- 
ment and final payment of loan in shorter periods of time than in 
the case of new car floor planning. Where the floor planning takes 
the form of making loans on a dealer’s existing stock, the trans- 
action may be handled entirely at the branch level of the finance 
company, including payment to the dealer and execution of trust 
receipts or other security instruments. 

In used car floor planning, the existence of the title certificate 
must be considered. The significance of this document varies from 
state to state. From state to state, the motor vehicle registration 
laws are exasperatingly diverse. In some states provision is made 
for noting security rights in existence at the time of the issuance 
of the certificate, but not rights subsequently created. Where nota- 
tion of security interests on the certificate is provided for, state law 
differs as to whether or not such notation is necessary for the per- 
fection of the security interest, and if necessary, whether it takes 
the place of, or is in addition to, public filing at the county or 
state level. In some states the financer may reenforce his position 
by taking possession of the title certificate. In other states, the fact 
that the financer holds the certificate will not mean much in a 
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contest with a third party.*® There will be more reference to this 
subject when the rights of buyers in the ordinary course of trade 
are discussed. 

Title certificate laws add an x factor to the legal definition of 
the relations between wholesale financer, dealer and third persons. 
Arbitrary results sometimes flow from title certificate laws.*° There 
is a great need for a uniform title certificate law which will give 
fair instead of arbitrary answers. 

Another variation of floor planning procedures will occur where 
a subdealer acquires new cars from a distributor, or where one 
dealer purchases a car from another dealer. The financer’s pay- 
ment for the cars in these cases would go to the distributor or sell- 
ing dealer, rather than the manufacturer. Distributorships are 
frequently employed in the distribution of foreign makes of cars. 
Domestic car manufacturers do not today usually enfranchise dis- 
tributors. The multiplication of assembly plants throughout the 
country facilitates direct relations between manufacturer and 


dealer.*? 


“Fogle v. General Credit, Inc., 122 F.2d 45 (D.C. Cir. 1941) (chattel 
mortgagee v. buyer). For fuller treatment see infra, note 82. In some states, 
on the other hand, entrusting the dealer or fraudulent buyer with possession 
of a clean title certificate may be a strong factor in upholding the claims of 
a third party relying upon the apparent authority or ownership evidenced by 
the title certificate. Cf. Watson Brothers Realty Co. v. Associates Discount 
Corp., 246 Iowa 483, 66 N.W.2d 384 (1954); Peoples Finance & Thrift Co. 
v. Bowman, 58 Cal. App. 2d 729, 137 P.2d 729 (1943). In Wisconsin, a 
clean title certificate seems to mean very little. See Commercial Credit Corp. 
v. Schneider, 265 Wis. 264, 61 N.W.2d 499 (1953). 

“ See Comment, Certificates of Title as a Practical System for Constructive 
Notice of Security Interests in Motor Vehicles, 31 Wasun. L. Rev. 372 (1956). 
At the present time, the comment brings out, a lender holding a security in- 
terest in cars in Washington must file and also comply with the certificate of 
ownership statute. The note is particularly worthy of mention because it 
contains a full dress analysis of the provisions of the Unirorm Motor VE- 
HICLE CERTIFICATE OF TITLE AND ANTI-THEFT Act (1955) recently sponsored 
by the National Commissioners on Uniform State Laws. See Comment, Auto- 
—s Ft ate in California as Affected by Registration, 42 Car. L. Rev. 

15 (1954). 
“ From FTC, Report on DistrisuTION METHODs AND Costs PT. IV at 91 


(1944 





“Although there is some amount of direct sale by automobile man- 
ufacturers to consumers, of so-called fleet vehicles, these consist for 
the most part of vehicles that require special design or special finish, 
such as passenger buses, fleet trucks or vans, and taxicabs; and such 
vehicles are produced to fill specific orders from the fleet operators. 
For the most part, the purchasers of stock models of passenger auto- 
mobiles or of motor trucks buy these from motor vehicle retailers who 
are independent of the manufacturers of the vehicles; and the only 
question is as to whether there is or is not another distributive func- 
tionary between such retailer and the manufacturer. 

“The answer to this question varies somewhat with the magnitude of 
the manufacturer's total volume of business and the location of his 
plants. Ford Motor Co., with the progress of development of the huge 
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THE LAW OF WHOLESALE SECURITY INTERESTS IN CARS 


In floor planning, the financer’s best protection is careful super- 
vision to prevent or minimize loss. But in case of a show-down the 
financer wants to have a legally protected interest in the subject 
matter. The financer would like to have an effective security inter- 
est not only in the cars, but also in the proceeds of sale. 

The lively interest of sales finance companies in the legal aspects 
of floor planning may be illustrated by examples of recent Wiscon- 
sin legislation. In 1951 a Factor’s Lien Act was enacted, providing 
for the possibility of a sweeping lien on merchandise, present and 
after-acquired, to secure present and future advances.*® But before 
passage the bill was amended so as to delete “motor vehicles” from 
the scope of its coverage.*® The deletion was attributable, at least 





volume attained during the period of exploitation of its model T cars, 
adopted early the system ok conmumnal fabrication of parts coupled 
with decentralized assembly of the finished vehicles in regional assembly 
plants. An important purpose of this system was to minimize the cost 
of rape geome to the market, or vicinity thereof, by shipping car- 
loads of parts rather than carloads of assembled automobiles. With 
assembly taking place in rather close proximity to the consumers’ mar- 
ket, Ford Motor Co. could readily perform the terminal market whole- 
sale function itself. In consequence, most if not all of its contracts with 
distributors have been of the direct-retailer type. That is, Ford Motor 
Co. has followed the practice of selling and of delivering its stock 
models of passenger automobiles and of trucks directly to retailers, de- 
livery being made, for the most part, at or from the regional assembly 
plants. To a considerable extent, the other two manufacturing companies 
with comparable total volume, namely, General Motors Co. and Chrysler 
Corporation, have also adopted the regional assembly plant system and 
also sell and deliver directly to local retailers.” 

For an illustration of financing a subdealer see Canandaigua Nat. Bank 
& Trust Co., v. Commercial Credit Corp., 126 N.Y.S.2d 316, 204 Misc. 946 
(Sup Ct. 1953), reversed 135 N.Y.S.2d 66 (4th Dept. 1954). 

Another frequent variant may be found in the case of one dealer buying 
from another dealer, the selling dealer may be paid and the buying dealer asked 
to sign a note and trust receipt. Where the selling dealer's car is covered by a 
wholesale interest, the check should be made out jointly to dealer and financer. 
Other variants, of course, exist. In new car financing, special provision may 
be made for delivery of cars taken locally from zone warehouses. 

“Wis. Strat. § 241.145 (1955). 

“In terms of inventory financing, the deletion of motor vehicles was 
most significant. Except for loans secured by warehouse receipts, (chiefly 
on commodities), wholesale motor vehicle financing is quantity wise the most 
important kind of financing on the security inventory. In January, 1953, sales 
finance companies held over $747,000, in wholesale automobile paper. 
(Division of Research and Statistics, Board of Governors, Federal Reserve 
System—R & S 1962b.) Commercial and industrial loans made by United 
States Banks as of Dec. 31, 1952 totalled $28,041,000,000. [U. S. Dept. oF 
ComMERCE, STATISTICAL ABSTRACT OF THE LINITED STATES 451 (1954).] As- 
suming 7% of these loans were secured by warehouse receipts, we come to 
the estimate of $1,962,876,000 amount of bank loans secured by warehouse 
receipts. (The 7% figure is the rough percentage of loans secured by ware- 
house receipts ascertained from Smith, Security Pledged on Member Bank 
Loans to Business, 33 Fep. RESERVE But. 664 (1947). $940,000,000 were ware- 
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in part, to the fact that the spokesman for the Wisconsin Associa- 
tion of Finance Companies opposed the use of this statutory factor’s 
lien for the floor planning of automobiles. The sweeping character 
of the factor’s lien has a tendency to give a dominant lender a 
monopolistic position in his relations with the borrower.*® It prob- 
ably makes it harder for a second financer to cut in on the borrow- 
er’s financing business. It seems obvious that a group representing 
smaller finance companies would not like this kind of legislation. 

When the Uniform Trust Receipts Act was adopted in Wiscon- 
sin, it was with the so-called chattel mortgage amendment.*: The 
Wisconsin Association of Finance Companies had opposed adop- 
tion of the standard version of UTRA—suitable only for new 
acquisition financing of cars—repeatedly. But it sponsored the 
version that became law. Large national sales finance companies 
have traditionally had little interest in the floor planning of used 
cars. But a group whose members do a considerable amount of 
used car floor planning would desire an act which would be suit- 
able for both types. 

We cannot get very far into the subject of the law of floor 
planning without realizing that there are interests at stake and 
that all sales finance companies do not see eye to eye on the subject. 
There is considerable rivalry and friction. Competitive interests 
may be expressed in legislation. 


DEVELOPMENT OF THE TRUST RECEIPT 


The chattel mortgage, the traditional device, was tolerably suited 
for the floor planning of cars. Widespread judicial limitations, im- 
portant in the case of mortgages on merchandise, that the proceeds 
of sale be used to pay off the mortgage debt, were not particularly 
troublesome when the subject matter was car inventory. Separate 
mortgages could be created for each car financed, and the proceeds 
of sale applied to the mortgage debt. A bulk mortgage was unnec- 
essary.5* The value of the unit and its identifiability combined to 





house receipt loans, out of a —y i $13,237,000,000 for all business loans of 
member banks as of November 2 2 

"See Skilton, The Factor’s , on Merchandise, 1955 Wis. L. REv. 
356, 609. For an excellent discussion on the monopolistic potentialities of 
future advance clauses, see Coates, LAw AND Practice IN CHATTEL SECURED 
Farm Crepit 56, 78 (1954) including some discussion on the Wisconsin sit- 
uation and under the proposed UNnirorm CoMMERCIAL Cope (since the writing 
of “2 statement section 9-402 of the Code has been revised). 

Wis. Start. | 21 (1955). 
” Wis. Stat. § 241.17 (1955) permits a mortgagee to release a part of a 


stock of goods covered by his mortgage without requiring the mortgagor to 
apply the” proceeds to the mortgage debt. 
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warrant separate treatment. Rights in proceeds were not, however, 
well protected in some states. 

As much as any feature of the chattel mortgage, the necessity of 
filing was troublesome. Separate filing of each mortgage was bur- 
densome, and in the aggregate, costly. Further, some dealers might 
object to having a great many mortgage papers filed against them. 
Frequently sales finance companies took a calculated risk and did 
not file. 

The remedies of the mortgagees upon default were entrammelled 
in some states by provisions which made more sense when the 
mortgagor was a small consumer than when the mortgagor was a 
businessman. 

In their quest for an appropriate legal device to secure the whole- 
sale financing of cars, financers discovered the trust receipt.®* Con- 
sidered to be of American origin, the trust receipt is a compara- 
tively modern innovation. 

If the trust receipt was to have value as a security device, it 
would have to stand the test of creditor’s assault in the event of 
the borrower’s insolvency. Would an unfiled trust receipt stand 
up? The common law was unfriendly to the idea of a secret lien. 
Some states had recognized a common law nonpossessory title reten- 
tion interest—e.g., that of a conditional seller of goods. But in 
many states statutes required that conditional sales contracts be 
filed of record for perfection. 

In most states the trust receipt was in double danger. It could 
be treated as an unfiled chattel mortgage,** or as an unfiled condi- 
tional sales contract.®* Nevertheless, certain eastern courts, which 





® The origin and development of trust receipts is traced in McGowan, 
Trust Receipts 20 (1947). See also Frederick, The Trust Receipt as Se- 
curity, 22 Corum. L. Rev. 395 (1922). 
Smith v. Commercial Credit Corp., 113 N.J.Eq. 12, 165 A. 637 (1933). 
In Barrett v. Bank of The Manhattan Company, 218 F.2d 763 (2d Cir. 
1954), Judge Learned Hand declared at 765: 
“In Moors v. Kidder, 106 N.Y. 32, 12 N.E. 818, the validity of such 
a receipt had, it is true, the assent of only four out of the seven judges 
of the Court of Appeals, and they based their ruling upon the purely 
verbal distinction that ‘title’ did not pass to the buyer, unlike a chattel 
mortgage. With deference, we cannot understand how that difference 
could ever have been thought to disguise the patent character of ‘the 
transaction as an unrecorded chattel mortgage; but as a prophetic 
step in advance, experience has wg! justified it, for thirty states and 
two territories have passed the Act. It was devised to promote greater 
ease in the financing of purchases by buyers who had no available 
funds for immediate payment and must borrow the price until they 
could sell the goods; and it has rested upon a deliberate choice be- 
tween that supposed benefit and the risk, inevitably arising from the 
deceptive credit so made available to the buyer.” 
( ies _ alton v. Commercial Credit Co., 68 S.D. 151, 299 N.W. 300 
1941). 
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first passed upon the question, threaded the legalistic needle and 
held that it was neither one nor the other, but something special 
—a trust receipt.°* The property interest of the entruster was pro- 
tected against the claim of the borrower’s trustee in bankruptcy. 

The niceties of the view required that the trust receipt be con- 
fined to the tripartite situation: that by no mishap should title 
pass first to the borrower and then to the financer. Let this mis- 
chance befall, and the trust receipt would be condemned as an 
unfiled chattel mortgage. The mediaeval scholastic would have 
relished the distinction. 

Automobile finance companies, booming in the twenties, wel- 
comed this device because of its manifest advantages: the elasticity 
of action it conferred; the right in proceeds that it recognized; 
the freedom from filing requirements. They adopted the trust 
receipt. They reckoned without their host. Courts began to look 
askance, now that the trust receipt was busting its breeches and 
brashly strutting into new fields of domestic commerce. Further, 
sales finance companies in floor planning operations might use the 
trust receipt without the necessary nicety. They could easily mis- 
apply the trust receipt to situations forbidden by judicial circum- 
scription. In some cases it might be quite difficult to determine 
whether title (that cerebral abstraction) passed directly from the 
manufacturer to the financer, or disastrously went first to the dealer 
and then to the financer. A change in the legal climate seemed to 
develop as the trust receipt was applied more and more to automo- 
bile wholesale financing: 


The majority of the cases in which the validity of the un- 
recorded security interest was tested, up to 1929, held the 
financing agency’s interest valid as against the dealer’s creditors 
or his trustee in bankruptcy, but invalid as against a bona fide 
purchaser from the dealer in the regular course of trade. 
Since 1930, the decisions have tended definitely to deny valid- 
ity even as against creditors. The courts show strong objection 
to the secrecy of the finance company’s interest.5” 


—This was written in 1933. 
THE UNIFORM Trust RECEIPTs ACT—IN GENERAL 


The Uniform Trust Receipts Act, sponsored by the National 
Commissioners on Uniform State Laws, revitalized the trust re- 





“In re James, Inc., 30 F.2d 555 (2d Cir. 1929). In general see Hanna, 
Trust Receipts, 29 Cotum. L. Rev. 545 (1929); Frederick, The Trust Receipt 
as Security, 22 Cotum. L. Rev. 395, 411 (1922). 

* Commissioners’ Prefatory Note to UTRA, 9A UL.L.A. 274-75. 
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ceipt. UTRA has now been adopted in most of the commercially 
important states, and in those states the trust receipt is used exten- 
sively in the floor planning of new cars.*$ 

UTRA has been described as “a perplexing maze of technical 
phrases wholly incomprehensible without an exhaustive study of 
the background and development of the security device known as 
the trust receipt.”°® It is unfortunate that UTRA suffers from 
obscurities, but the general content and drive of its provisions are 
clear enough. 

The main purpose of UTRA is to recognize and protect the 
“trust receipt transaction”. The all-important definition of trust 
receipt transaction is functional, rather than conceptualistic. Goods, 
documents or instruments may be the subject of a trust receipt 
transaction. The authorized purposes of the transaction are lim- 
ited: in the case of goods and documents, sale or preparation for 
sale must be intended.*° Thus, as far as goods are concerned, 
UTRA is limited to inventory. It is required that the entruster 
give new value on the security of the goods, and the trust receipt 
interest in the goods must be acquired by the entruster prior to or 
at the time the trustee acquires the goods or promptly thereafter. 
There must be a writing.** A trust receipt transaction cannot in- 





“For a good analysis of UTRA, see Heindl, Trust Receipt Financing 
Under the Uniform Trust Receipts Act, 26 Cui-KeEnt L. Rev. 197 (1948). 
Versions of UTRA are in force in the following states: Alabama, Arizona, 
California, Connecticut, Delaware, Florida, Idaho, Illinois, Indiana, Maine. 
Maryland, Massachusetts, Michigan, Minnesota, Mississippi, Montana, Ne- 
braska, Nevada, New Hampshire, New Jersey, New Mexico, New York, 
North Dakota, Oregon, South Dakota, Tennessee, Utah, Virginia, Washing- 
ton, Wisconsin, Wyoming (31 states) and in Alaska, Hawaii, and Puerto 
Rico. The citations and dates of enactment may be found in 9A U.L.A. 194 
(Cum. Supp. 1956). 

*° In re Chappel, 77 F. Supp. 573, 576 (D. Ore. 1948). 

© Title chain is no longer important. See Universal Credit Co. v. M. C. 
Gale, Inc. 40 Cal. App. 2d 796, 105 P.2d 1003 (1940). Under the Act, the 
courts seem to differ as to whether or not the entruster has a lien or title se- 
curity interest. See e.g., Premium Commercial Corp. v. Kasprzycki, 129 Conn 
446, 29 A.2d 610 (1942): Commerical Credit Co. v. Barney Motor Co. 10 
Cal. 2d 718, 76 P.2d 1181 (1938). 

Where the purpose is for lease rather than sale) UTRA would seem to 
be inapplicable. Cat. Gen. Laws 1955, c. 292 § 2, amends the definition of 
trust receipt transaction in § 3014(3)(a) of the Civil Code as follows: 
“[A]lso, in the case of durable goods having a per unit rental value of at least 
one thousand dollars ($1,000), for the purpose of leasing them in the ordinary 
course of business. . . .” Likewise, where the car is to be used as a demon- 
strator, the UTRA is probably inapplicable. Quaere whether goods held for 
long periods for ripening, seasoning, etc. (cheese, liquor, tobacco, etc.) may 
properly be made the subject of a trust receipt under UTRA. See Friedman, 
Field Warehousing, 42 Cotum. L. Rev. 991, 1010 (1942). 

"For cases dealing with the sufficiency of a trust receipt as a writing 
under paragraph 2 , see In re Nickulas, 117 F. Supp. 590 (D. Md. 
1954); Gen. Motors Accept. Corp. v. Haley, 329 Mass. 559, 109 N.E.2d 143 
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volve a seller as entruster. Nor can it generally be used in place of 
a chattel mortgage, even when the borrower is a dealer. Under the 
standard version of UTRA, the trust receipt transaction must in- 
volve a new acquisition by the trustee. 

Provision is made for the protection of trust receipt transactions 
as defined for a period of thirty days without filing, as against the 
claims of the trustee’s creditors. A single, centralized filing of 
notice of intent to engage in trust receipt transactions will protect 
the entruster’s transactions in the span of a year against the claims 
of most third persons dealing with the borrower except buyers in 
the ordinary course of trade. The entruster’s security interest in 
the goods may be carried over into proceeds. 

The central aspects of UTRA, and some of their implications, 
deserve special consideration.®? 


UTRA: New Stock 


A basic limitation of UTRA, as applied to goods, is that the 
trust receipt transaction is tied in with the acquisition by the 
trustee of new goods. The entruster must give “new value”, and 
acquire his interest prior to, at the same time or promptly after, 
goods are delivered to the dealer. The manifest purpose of the act 
is to prevent use of the trust receipt for financing old stock: 


. . . In order to constitute a trust receipt transaction under 
the Oregon Uniform Trust Receipt Law the entruster bank 
must acquire its security interest prior to or at the same time 
as delivery is made to the dealer, or delivery must be made 
under some arrangement whereby the security interest is to 





(1952). For effect of absence of the writing, see Associates Discount Corp. 
v. C. E. Fay Co., 307 Mass. 577, 30 N.E. 2d 876 (1940). 

"One advantage of trust receipting under UTRA, not covered in the 
above discussion, is that provision is made for speedy remedies. Under Sec- 
tion 6, the entruster is entitled to possession upon default “and as may be 
otherwise specified in the trust receipt.” The entruster may, on or after de- 
fault, sell the res for the trustee’s account at public or private sale, not 
less than 5 days after notice. Subsection 5 is especially applicable to cars: 

“As to articles manufactured by style or model, the terms of the 
trust receipt may provide for forfeiture of the trustee’s interest, at 
the election of the entruster, in the event of the trustee’s default, 
against cancellation of the trustee’s then remaining indebtedness; pro- 
vided that in the case of the original maturity of such an indebtedness 
there must be cancelled not less than 80% of the purchase price to 
the trustees, or of the original indebtedness, whichever is greater; or, 
in the case of a first renewal, not less than 70%, or, in the case of a 
second or further renewal, not less than 60%.” 
Wis. Stat. § 241.36(4) (1955) varies the provisions somewhat. 

An entruster taking possession of cars occupies a fiduciary position, is 
under a duty to account, and may not purchase the cars himself at private 
sale. For a recent case showing how one entruster abused his position, see 
Taylor v. Quittner, 218 F.2d 549 (9th Cir. 1954). 
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be acquired ‘promptly’. In other words, the delivery of the 
goods to the dealer must stem from an arrangement between 
the bank and the dealer for the acquisition of the goods by 
means of advances from the bank. In commenting on this 
requirement of the Act, J. Francis Ireton said: ‘It does not 
insist upon title in and possession from the entruster, so that 
source of title and possession is immaterial but this extension 
of the trust receipt doctrine is limited since the act is carefully 
drawn to apply to new financing of new acquisitions only, so 
its use is not permissible in all the usual chattel mortgage or 
conditional sale transactions.’® 

A basic matter of policy is here involved: special privileges for 


the lender who supplies funds for new stock—the opportunity to 
acquire a thirty day secret security interest, to meet a simplified 
filing requirement, and to have all of the other advantages of oper- 
ating under UTRA. 

As a matter of policy, why should these privileges of UTRA be 
confined to the financer of new acquisitions? The question is high- 
lighted by the fact that a few, but a growing number, of states— 
including Wisconsin—have incorporated the so-called “chattel 
mortgage amendment”.** This amendment apparently permits the 


* In re Chappel, 77 F. Supp. 573, 576 (D. Ore. 1948). 

In In re San Clemente Electric Supply, 101 F. Supp. 252 (S.D. Cal. 1951), 
Carter, J. construed § 2-1 (a) of UTRA to mean “that the delivery of the 
third person to the trustee is part of the same fransaction by which the trust 
receipt is issued.” 

The original version of the chattel mortgage amendment (found in Con- 
necticut, Indiana, Illinois, Maine, and Wisconsin) in substance provides: 
“or (c) the entruster gives new value in reliance upon the transfer 
by the trustee to such entruster of a security interest in goods or doc- 
uments in possession of the trustee, and the possession of which is 
retained by the trustee; provided .. .” 
See Conn. Gen. Star. § 6545 (1949). A variant is found in Nevada. This 
version reads: 
“(4) A trust receipt transaction is also one in which, pursuant to a 
trust receipt. a dealer as trustee obtains new value from an entruster 
upon the transfer to the latter of a security interest in goods whether 
or not such goods are owned or possessed by the trustee prior or sub- 
sequent to the execution of the trust receipt document, and whether or 
not such goods are hereafter retained in the trustee’s possession.” 
Nev. Rev. Stat. § 93.030(4) (1956). 

This version seems stronger than the original chattel mortgage amendment 
because of its phraseology “owned or possessed.” It is believed, however, that 
the original version is sufficient to enable trust receipting of goods already 
owned as well as possessed by the trustee. The Oregon and Florida version 
provides: 
“(c) The entruster gives new value in reliance upon the transfer by 

the trustee to such entruster of a security interest in goods or doc- 
uments whether or not such goods or documents are owned or pos- 
sessed by the trustee prior or subsequent to the execution of the trust 
receipt and whether or not such goods are thereafter retained in the 
trustee's session; provided .. .’ 
Ore. Laws c. 154 (1951), La. Gen. Laws c. 26730 § 2 (1951). 
It seems that extension of UTRA to old-stock situations is growing in 
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use of UTRA for advancing money or other “new value” on old 
stock as well as new. In the automobile field, this means that 
finance companies may employ the trust receipt for lending to 
dealers on the security of used cars—for example used cars already 
acquired by the dealer as trade-ins. 
The following argument has been advanced in support of re- 
stricting UTRA’s privileges to new acquisitions: 
It has been pointed out that there are strong considerations 
against permitting creation of security interests by trust receipts 
where the borrower already has possession of the property. 
41 Col. L. Rev. 1134 (1941) Legisl. In such a situation a 
creditor may well rely upon the appearance of absolute owner- 
ship in the borrower, “and it is possible that, in states where 
use of the device is not customary, existence of such a system 
may escape the attention of a creditor . . . The stock of goods 
covered by a trust receipt is likely to be the dealer’s major 
quick asset, and the secret lien may work great hardship on 
unsuspecting creditors.”® 
This argument, based on secret liens, unsuspecting creditors and 
ostensible ownership, probably does not today fit the actualities 
of the automobile dealer’s business. The floor planning of automo- 
biles is so widespread a practice that it would be a foolish and ig- 
norant creditor indeed who would assume that a dealer’s stock is 
unencumbered. Still, it must be admitted that a dealer’s creditor 
would have more license to assume that his used cars were unen- 
cumbered than he would have to assume that his new cars were. 
In 1955 sales finance companies made advances to dealers totalling 
$11,886,000,000 for new motor vehicle wholesale and $577,000,000 
for used motor vehicle wholesale. In 1956 advances totaled 
$9,576,000,000 for new motor vehicle wholesale and $582,000,000 
for used motor vehicle wholesale.** All in all, there is support 





popularity (cf. California and Tennessee partial extensions, note 69, infra). 
The chattel mortgage amendment has been vigorously opposed by Llewellyn. 
See Gorske, The Uniform Trust Receipts Act as Adopted in Wisconsin, 38 
Mara. L. Rev. 110 (1954). But the Uniform Commercial Code permits wide 
use of old as well as new stock in inventory security transactions. 

There may be some question as to the constitutionality of the chattel 
mortgage amendment to UTRA, where a state constitution requires that the 
title indicate the subject matter, since this type of trust receipt transaction 
was quite out of the realm of the common law trust receipt transactions, and 
clearly invades the area of the chattel mortgage. As to this no comment. See 
Chichester v. Commercial Credit Co. 37 Cab App. 2d 439, 99 P.2d 1083 


(1940). 
® Friedman, Field Warehousing, 42 Cotum. L. Rev. 991 (1942). 
Statistics obtained from a letter from T Smith, Economist, Con- 


sumer Credit and Finances Section, Division of Research and Statistics, Board 
s ace of the Federal Reserve System, to Robert H. Skilton, March 
, 1957. 
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for the proposition that the doctrine of ostensible ownership can- 
not be realistically applied to new cars in the possession of a dealer, 
and that it probably cannot be realistically applied to used cars, 
particularly since many of them represent proceeds from the sale 
of new cars and may be covered by claims on proceeds. On the used 
car situation, however, a more detailed factual investigation should 
be made before coming to a definite conclusion. 

It may be assumed, further, that a sales finance company will 
not conduct its floor planning operations under UTRA in reliance 
upon the thirty day “secret lien” provisions, but that it will im- 
mediately file a notice of intention to engage in trust receipt financ- 
ing. The dealer may hold his cars for a much longer period of 
time than thirty days. The idea that creditors may be misled if 
the trust receipt is used for old stock financing seems far-fetched, 
at least when applied to the wholesale financing of used cars. 

Bearing in mind that there are title certificates in the case of 
used cars, there seems to be much more likelihood of appearance 
of full ownership arising from the dealer’s possession of an endorsed 
title certificate plus possession of the car, than there is from posses- 
sion of the car by itself.*7 In Wisconsin, however, a clear title 
certificate does not signify unencumbered ownership.** 

There still remains the argument that special protection ac- 
corded by UTRA should be confined to the financer who has as- 
sisted in adding to the stock of the dealer. The argument has a 
depression sound—“let’s start the economy rolling again!” But 
even so a financer by supplying money on the security of old stock 
may provide the wherewithal for the acquisition of additional new 
stock. 

A more justifiable limitation in UTRA may be found in the 





* See Peoples Finance & Thrift Co. v. Bowman, 58 Cal. App. 2d 729, 137 
P.2d 729 (1943). See also Fogle v. General Credit, Inc., 122 F.2d 45, 136 
A.L.R. 814 (D.C. Cir. 1941). 

§ 2-1(b) of UTRA (in accordance with the draftsman’s recommenda- 
tion) has been frequently amended by the insertion of the words “or doc- 
uments”. Where such words appear, it may be possible to use warehoused 
goods represented by warehouse receipts as the subject of a trust receipt 
transaction, although the goods are owned by the trustee before the trust re- 
ceipt transaction. Quaere: Is a title certificate to a car such a “document”, 
and may § 2-1(b), as amended, be utilized to create trust receipts on a 
dealer's stock of used cars by exhibiting the title certificates? 

In states where the words “or documents’ are added to UTRA § 2-1 (b) 
it may be possible to warehouse old stock and then trust receipt it. This ad- 
dition “may . . . have opened the door to a method of avoiding the chattel 
mortgage law and for defeating creditors in a way which was never intended.” 
McGowan, Trust Receipts 49 (1947). 

* Commercial Credit Corp. v. Schneider, 265 Wis. 264, 61 N.W. 2d 
499 (1953). 
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requirement that the entruster give “new value’. There are reasons 
for preferring creditors whose security interests are created to 
protect advances which add commensurate values to the borrower's 
assets. Of course, borderline distinctions between “new value” and 
“antecedent debt” may be exasperating. 

There does seem to be a need for the streamlined wholesale 
financing of used cars as well as new—a need, for example, for the 
simplified filing provision of UTRA. It is noteworthy that Cali- 
fornia, which in 1939 deleted its chattel mortgage clause from 
UTRA, and reverted to the standard version, added a new sub- 
section which permitted use of the trust receipt in making loans 
on automobiles owned by the dealer.*® Somewhat similarly, auto- 
mobile used car floor planning was materially assisted in New 
York by passage of section 230 of the Lien Law, providing, inter 
alia, simplied filing requirements. It is also noteworthy that the 
Uniform Commercial Code has incorporated little of the philosophy 
of UTRA in this respect. 


UTRA: Scope of Security Interest 


A second feature of the security interest recognized by UTRA 
is that it is particular, rather than general, in scope. Paragraph 14 
provides: 


“as against purchasers and creditors, the entruster’s security 





“This happened in 1941. Aircraft dealers and dealers in home trailers, 
trailers and semi-trailers were subsequently included within the amendment 
(1946 and 1953). Par. 3014.5 of the Civil Code now reads: 

Cal. Civ. Code § 3014.5 (Deering Supp. 1953). “A trust receipt transac- 
tion is also one in which, pursuant to a trust receipt, a motor vehicle, house 
trailer, trailer, semitrailer or aircraft dealer as trustee obtains new value 
from an entruster upon the transfer to the latter of a security interest in new 
or used motor vehicles, house trailers, trailers, semitrailers or aircraft, whether 
or not such vehicles, trailers or aircraft are owned or possessed by the trustee 
prior or subsequent to the execution of the trust receipt document, and 
whether or not such vehicles, trailers or aircraft are thereafter retained in the 
trustee’s possession. 

“All of the provisions of this chapter which are applicable to the trust 
receipt transactions enumerated in section 3014 are applicable to the trust 
receipt transaction specified in this section.” 

In 1953, Tennessee amended its version of UTRA to permit the creation 
of a trust receipt interest in “new or used motor vehicles or aircraft or 
other so-called durable goods identifiable by the manufacturer's serial or 
identification number, in possession of the trustee and the possession of which 
is retained by the trustee; . . .” The preamble declared that the extension of 
UTRA to include such coverage “would be advantageous both to dealers or 
distributor and to the banks and other institutions lending money upon such 
security.” Tenn. Laws c. 84, (1953). 

In 1947, Oregon enacted legislation similar to California's, applying to 
motor vehicle and aircraft dealers, Ore. Laws c. 93 (1947), but in 1951 en- 
acted a full-fledged chattel mortgage amendment. Ore. Laws c. 134 (1951). 














May] AUTOMOBILE FINANCING 395 


interest may extend to any obligation for which the goods, 
documents or instruments were security before the trust receipt 
transaction and to any new value given or agreed to be given 
as part of such transaction; but not, otherwise, to secure past 
indebtedness of the trustee; nor shall the obligation secured 
under any trust receipt transaction extend to obligations of the 
trustee to be subsequently created.” 


Suppose a dealer holds 10 cars covered by separate trust receipts. 
The entruster, the X Finance Company, has advanced $1000 on 
each of the cars. The cars have a retail price of $2000 each. The 
agreement between it and the dealer gives it a claim for $10,000 on 
each car will be security for all indebtedness due the X Finance 
Company. Suppose further that the dealer sells 6 of the cars for 
cash and misappropriates the money. The dealer is thrown into 
bankruptcy. The trustee in bankruptcy, taking possession of the 
4 remaining cars, claims the equity in each car over $1000. The 
X Finance Company opposes his claim, on the ground that the 
agreement between it and the dealer gives it a claim for $10,000 on 
each car. Assuming that the X Finance Company has properly 
filed under UTRA, the question is, can the Act be used for this 
purpose? The chances are that the X Finance Company will not 
like the decision.” 





® McGowan, Trust Receipts 157 (1947) expresses a contrary view: 
“In making such an arrangement the underlying agreement should pro- 
vide that all goods of such a nature for which trust receipts are signed 
shall be security for all the indebtedness of the trustee to the entruster 
in connection with goods of a like nature. This would tend to elim- 
inate any technical claim that each particular lot of goods was only 
security for the particular indebtedness incurred with relation to that 
particular lot. While the Act may not permit the type of pledge con- 
tract which provides that the goods shall also be security ‘for any debts 
hereafter arising’, there seems to be no impediment to an agreement 
which would state that all goods released on trust receipt shall be se- 
curity not alone for such financial accommodation given in cornection 
with the particular goods released, but shall also be security for all the 
then existing indebtedness of the trustee to the entruster. In such cases, 
the account should be kept as a continuous advance account payable on 
demand, increased by new goods delivered and decreased by payments 
made on account.” 

Rohr, Some Problems in Trust Receipt Financing, 3 Wayne L. Rev. 22 

(1956) at 33 states: 

“It is not uncommon for lenders granting a line of credit under which 
advances will be made against different collateral to include in the 
agreement with borrowers a crossover security clause by which the 
collateral secures not only the present advance but also future advances. 
“In trust receipt transactions, however, Section 14 of the Act sets 
marked limitation on this practice. . . . Thus where lender takes a 
trust receipt on automobile A against an advance of $2,000.00 and 
later takes a trust receipt on automobile B against an advance of 
$2,000.00, the last clause of Section 14 above quoted precludes a se- 
curity interest in automobile A to support the advance on B, even 
though such a security interest would not be subject to attack as a 
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The specificity of the security interest conferred by UTRA may 
make the act unsuitable for the financing of certain types of goods 
in process of production. Manufacturing may sometimes result in 
a commingling of trust receipted goods with other goods and a 
loss of identity."! For finished products like automobiles, handled 
separately and easily identified, the particularity of the security 
interest will cause no fundamental problem. 

The security interest recognized by UTRA is to be contrasted 





preference under Section 60 of the Bankruptcy Act. 

“Nothing in Section 14, however, appears to prevent the creation of 
crossover security interests within any trust receipt transaction, and 
consequently if an advance of $12,000.00 is to be made in a trust re- 
ceipt transaction covering six automobiles, it is possible to make all 
six automobiles security for the entire debt.” 

In In re San Clemente Electric Supply, 101 F.Supp. 252 (S.D. Cal. 
1951), goods covered by a trust receipt were sold for $840.25. A balance of 
$358.44 remained on the trust receipt obligation. Carter, J. declared, by way 
of dictum, that the entruster would be entitled, vis-a-vis the trustee’s creditors 
in bankruptcy, only to $358.44 of the proceeds, despite language in the receipt 
purportedly asserting a right in the entruster to apply the proceeds to the 
payment of other obligations of the trustee to the entruster. (Dictum, because 
bry - - trust receipt transaction was held to be an imperfect pledge.) 
d. at ‘ 

Entrusters seem to have the practice of including more than one car on 
a trust receipt, where circumstances indicate. One branch manager expressed 
the opinion that he did not regard the subject matter as security beyond the 
confines of the trust receipt. The problem would not arise, of course, unless 
the larger security interest were claimed in a properly perfected instrument. 
In 1955 the Connecticut version of UTRA (Sec. 6557 specifically) was 
amended (Pub. Act Conn. 1955 No. 241) to provide that 

“As against purchasers and creditors, the entruster’s security interest 
may extend to any obligation for which the goods, documents or in- 
struments were security before the trust receipt transaction, to any 
new value given or agreed to be given as a part of such transaction 
and to all other obligations of the trustee to the entruster arising under 
past or future trust receipt transactions between the entruster and 
trustee.” (Revising UTRA § 14.) 

The inclusion of more than one item on a trust receipt, and the permis- 
sion given the dealer to retain the balance of proceeds on separate items sold, 
provided he pays an allocated amount of the obligation of the trust receipt, 
raise questions in the area of the rule of Benedict v. Ratner, 268 U.S. 353 
(1925). It has been observed: 

“As to trust receipts, the situation is ambiguous. The UNirorm Trust 
Receipts Act, § 10(b),(c) 9A ULL.A. (1951) imposes the Benedict 
rule as to proceeds of inventory, but is silent as to inventory itself. 
The Commissioners’ Prefatory Note, 9A U.L.A. 274-283 (1951), how- 
ever, discloses no intention to make any changes in the Benedict rule. 
See also § 17 of the Act.” 

Note, Policing Accounts Receivable and Inventory Under Modern Fac- 
tor’s Legislation, 101 U. Pa. L. Rev. 393, 398 n. 43 (1952). In Wisconsin, 
it has been held that the limitation-on-use-of-proceeds rule does not apply to 
conditional sales for resale. John Deere Plow Co. v. Edgar Farmer Store Co., 
154 Wis. 490, 143 N.W. 194 (1913). 

™ There is the possibility that a court might apply an equitable principle 
to give the entruster an interest in the commingled mass. See McGowan, 
Trust Receipts 154 (1947). 
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with the kind of security interest which may be created under a 
factor’s lien act. A factor’s lien may be created upon all of the 
borrower’s merchandise, existing and after-acquired, to secure 
present and future advances. Each item of merchandise may be 
made security for total indebtedness. The type of financing ar- 
rangement contemplated by UTRA is a self-liquidating one. 


UTRA: Secrecy and Filing 


One of the most controversial aspects of UTRA is the provision 
for a thirty day secret security interest. Section 8 (1) provides that 
“the entruster’s security interest in goods, documents and instru- 
ments shall without any filing be valid as against all creditors of 
the trustee, with or without notice, for thirty days after delivery of 
the goods, documents or instruments to the trustee, and thereafter 
except as in this act otherwise provided.”’*? Filing within the thirty 
days relates back to preserve the entruster’s interest in trust receipt 
transactions occurring within that time. The secret security interest 
is also effective as against certain classes of purchasers, other than 
buyers in the ordinary course of trade.7* Under amended sec. 60 
(a)(7) 1, of the Bankruptcy Act, filing must take place within 21 
days, otherwise the secret security interest runs the danger of being 
set aside as a voidable preference.”* 

The thirty day period has been termed “a reasonable period . . . 
ample to cover any truly temporary purpose...” In trust receipt 
transactions involving the use of documents and instruments, where 
sale, collection or exchange is contemplated, the time may be ample 
for completion of the purpose. Where single-instance or sporadic 
trust receipting is contemplated, as in many cases where a bank 
delivers pledged documents or instruments to the pledgor for a 





™ After the lapse of thirty days, the unperfected trust receipt interest is 
vulnerable to creditors who obtain a lien without notice of the interest and 
before filing. UTRA § 8-2. It is also vulnerable to the right of a receiver 
in equity, trustee in bankruptcy or judicial insolvency, unless all creditors 
had notice. Id. § 8-2 (b). Even during the thirty day period, the unperfected 
interest is vulnerable to good faith purchasers (including pledgees and mortga- 
is 92 ib) not purchasers in bulk) who give new value and obtain delivery. 

It Ne be overemphasized that filing should be immediate. The 
entruster should not depend upon the limited protection of the thirty day 
secret interest. See Rohr, Some Problems In Trust Receipt Financing, 3 
Wayne L. Rev. 22, 29 (1956). 

™See General Electric Credit Corp. v. Davis, 224 F.2d 322 (4th Cir. 
1955). Failure to file promptly may conceivably open the trust receipt tran- 
saction to attack under other sections of the Bankruptcy Act as well. See 
Melvin, Bankruptcy and the Automobile Dealer, 34 N.C. L. Rev. 312 (1956) 
for a survey of the application of sections 60 ,67 and 70. 
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temporary and limited purpose, freedom from filing requirements 
may be extremely advantageous. 

The thirty day period of UTRA may be analogized to the ten 
day period of grace provided in the Uniform Conditional Sales 
Act. The policy behind recognition of a secret security interest is, 
however, open to challenge. Where trust receipt financing is a 
course of business, as in automobile floor planning, there seems 
to be no reason why the financer should not be required to perfect 
his security interest by filing in advance of entering into trust 
receipt transactions. 

The filing provisions are among the most advantageous features 
of the Act.7® A single filing of notice at a designated state office 
suffices to protect transactions entered into in the course of the 
following year. The simplicity of the filing requirement, and its 
wide territorial effect, are appealing to the financer. The entruster 





™ Contents of Filing Statement. There seems to be some disagreement as 
to whether UTRA requires technical accuracy in the statement to be filed. 
In In re Nickulas, 117 F. Supp. 590, 594, (D. Md. 1954), the statement was 
signed “Manor Sales, by Francis A. Nickulas.’” The statement was indexed 
only in the name in which Nickulas conducted his business—‘‘Manor Sales.” 
This objection was viewed as 
“very technical and unsubstantial in view of the nature of the bus- 
iness and the purpose of the Act. It is very usual indeed for some in- 
dividuals to conduct their business under a trade name and prospective 
creditors would be more likely, in many cases at least, to think of 
the name of the business rather than of the individual. . . . No facts 
or evidence have been called to my attention which tend to indicate 
Tr * creditor of the bankrupt was in any way misled or de- 
ceiv: 
But it has been held that filin requirements must be strictly fulfilled. 
In Gen. Motors Accept. Corp. v. Haley, 329 Mass. 559, 109 N.E. 2d 143 
(1952), a filin yey. 4 naming the trustee as “E. R. Millen Company” 
instead of “E. R Millen Co., Inc.” was held to be insufficient for purposes of 
giving constructive notice. For an example of faulty description of goods in 
a filing statement, see Jn re San Clemente Electric Supply, 101 F.Supp. 252 
(S.D. Cal. 1951). In 1955 the Wisconsin version was amended to require 
more cularity. See Wis. Laws 1955 c. 501, now Wis. Strat. § 241.43 


Applicabilit ¢ Fi menad Acts: It is stated that “Trader's Acts” or “Sign 
Statutes” must on complied with in order to perfect a trust re- 
ceipt transaction Fn siveTRA (a few states have such acts). See 3 CoLuirr, 
Bankruptcy 959 (14th ed. 1956). In general, see Note, 27 Va. L. Rev. 962 
(1942). In In re Nickulas, supra, it was held that sections 18 and 20 of art. 2 
of the Maryland statute must not be additionally complied with. The Mary- 
land statute is a filing, rather than a sign statute. But some of the reasoning 
in the opinion would seem equally applicable to the sign statutes. It may be 
argued that UTRA is intended to provide a self-sufficient means of perfection, 
and being usually enacted subsequently to traders’ acts, impliedly repeals the 
acts oa tanto. 

‘xtraterritorial Effect of Filing: The case of Barrett v. The Bank of the 
Manhattan Co., supra, contains interesting reading on the effect of filing upon 
goods located outside the state, or removed from the state after the inception 
of the trust receipt transaction. 
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must keep in mind, however, the importance of refiling before the 
year is up, if the entruster wishes to continue his course of dealings 
for the ensuing year, and also if the entruster needs to preserve his 
existing security interest beyond the year. Suppose, for example, 
that the statement is filed on December 12, 1954. At the end of 
the ensuing year no refiling has been made. Goods have been trust 
receipted on December 1, 3 and 5, 1955. The security interest in 
these goods becomes vulnerable to the trustee’s creditors thirty 
days after the dates on which the goods were trust receipted. (The 
Wisconsin Factor’s Lien Act, on the other land, provides that filing 
will protect a course of dealing of one year for a period of three 
years.) 


UTRA: Buyers in the Ordinary Course of Trade 


An objective of a secured interest in automobiles held at whole- 
sale is not, or at least should not be, to afford protection to the 
wholesale financer against the claim of a buyer from the dealer in 
the ordinary course of business. The purpose of floor planning is 
to assist the dealer in the normal conduct of his business, and his 
business is to sell cars. 

In speaking to the representatives of sales finance companies, one 
may expect to have them say that it is not the policy of their com- 
pany to try to assert their wholesale interest against the consumer 
buyer, in a case where the dealer has sold a covered car and not 
applied the proceeds to pay off the wholesale interest. There is no 
reason to doubt the sincerity of these declarations of policy. Never- 
theless, there have been cases where wholesale financers have at- 
tempted to assert their interest (and sometimes successfully). Many 
of these instances may perhaps be considered as past history. Even 
today, however, a reputable finance company may delegate repos- 
session problems to the branch managers, who are held responsible 
for the efficient and profitable conduct of the branch. Activities at 
the local level may not always conform to general policy. They may 
be greatly influenced by a pressure to salvage as much as possible 
in case of dealer default. 

The terms of the wholesale security device may sometimes pur- 
port to restrict the dealer’s right and power to sell floor planned 
cars. In trust receipts under UTRA, it seems usual to provide ex- 
pressly that the dealer may sell cars in the ordinary course of trade, 
or at least “at retail”. But the wholesale security paper may be 
silent on the subject, or it may expressly provide that the dealer 
shall not sell without obtaining the prior consent of the secured 
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party, .r in some other manner expressly restrict the dealer’s free- 
dom of action over the cars. 

Restrictive provisions obviously interfere with the orderly and 
fluent conduct of the dealer’s business. It is a reasonable suspicion 
that they are more frequently honored in the breach than in the 
observance. The statement was made to me (by one in a position 
to know what he was talking about) that automobile dealers in 
practice never get the consent of their financer before sale. 

In decisions before UTRA, the question of the legal efficacy of 
restrictions on a dealer’s right or power to give full title to an 
innocent buyer was frequently raised and with varying results.’ 
There seems to be a general tendency today, however, for courts to 
decide in favor of the innocent buyer by invoking waiver, estoppel, 
or general policy considerations.” 





*In the startling case of Utica Co. Trust & Deposit Co. v. Decker, 244 
N.Y. 340, 155 N.E. 665 (1927), it was held that a financer was not estopped 
to assert a wholesale chattel mortgage lien against an innocent purchaser 
from the dealer, where the mortgage provided that cars would not be sold 
prior to release by the mortgagee. No such release was obtained. The 
mortgagor was permitted to exhibit the cars for sale. See also Whitehurst v. 
Garrett, 196 N.C. 154, 144 S.E. 835 (1928); Palmisano v. Louisiana Motors 

.. 166 La. Ann. 416, 117 So. 446 (1928); — interpreted and limited in 
Security Credit Corp. v. Menefee Motor Co., 14 La. App. 1, 129 So. 174 
(1930). The Palmisano case is discussed in Annot., 97 A.L.R. 646 (1935) at 
668. For contrary reasoning, see Gump Investment Co. v. Jackson, 142 
Va. 190, 195, 128 S.E. 506, 507 (1925). Sometimes deliberation focuses upon 
the precise nature of conditions attached by the mortgagee, where sale is 
csr g upon certain conditions (see Annot., 97 A.L.R., supra), decisions 

nm (1) the kinds of conditions which may validly tie up the transfer, 

aa d (2) the circumstances which may estop the mortgagee or amount to a 
waiver of the lien. For illustrative Wisconsin cases involving consent, waiver 
a a see: (A) conditional vendor v. buyer—Mississippi River Log- 
v. Miller, 109 Wis. 77, 85 N.W. 193 (1901); Stubbings v. Curtis, 109 

We. 307, "85 N.W. 325 (1901); Oconto Land Co. v. Wallschlaeger, 155 Wis. 
418, 144 N.W. 979 (1914). Vendor's interest protected against vendee's 
creditors, Thorne v. State Bank, 193 Wis. 97, 213 N.W. 646 (1927). The 
questions are now set within the Uniform Conditional Sales Act, see in par- 
ticular Wis. Stat. § 122.09 (1955). (B) Chattel mortgagee v. buyer—South- 
ern Wisconsin Acceptance Co. v. Paull, 192 Wis. 548, 213 N.W. 317 (1927); 
Bernhagen v. Marathon Fin. Corp., 212 Wis. 495, 250 N.W. 410 (1933). 
Mortgagee protected against mortgagor's creditors, Kramer v. Burlage, 234 
Wis. 538, 291 N.W. 766 (1940). Wis. Stat. § 241.46 (1955) must now be 
considered in determining the rights of wholesale chattel mortgagee vs. buyer. 
™ My research assistant, Zigurds L. Zile, made a survey of recent cases 
involving bona fide buyers of chattels and came up with the following: Farm 
Bureau Cooperative Mill & Supply, Inc. v. Blue Star Foods, Inc., 137 F. 
Supp. 486 (W.D. Mo. 1956) (chattel mortgage on chickens of a chicken 
raiser; buyer from raiser prevailed. Express authority to resell. Understanding 
that grower would pay the proceeds of such sale over to the mortgagee was 
ineffective as against a good faith purchaser.) Stemmons, Inc. v. Universal 
C.1.T. Credit Corp., 301 P.2d 212 (Okla. 1956) (floor plan chattel mortgage 
on a dealer’s car; car sold to another dealer. Oklahoma statute protecting 
buyers in the ordin. course of trade applied.) Welebir v. Gilbert, 209 Md. 
181. 120 A.2d 575 5 (1956) (applying Virginia law, individual owner who 
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Is it not reasonable to say that a professional financer, knowing 
that its dealer is offering to sell or is actually selling cars covered 
by the security interest, to members of the public, “assumed some 
risk both as to the moral and financial standing of every dealer it 
financed. It took a risk as to the hazard for a profit. But a person 
going into the place of business of a retail automobile dealer, with- 
out any actual knowledge that there is a lien upon such car, and 
who pays the full purchase price, and to whom the car is delivered, 
is ordinarily under no obligation to examine the records to ascertain 
whether there is a lien upon such car?” 

Whatever the situation may have been before UTRA, UTRA 
now firmly establishes the rights of the buyer in the ordinary 
course of trade. Whether or not filing has taken place, a buyer in 
the ordinary course of trade takes free of the security interest, where 
the trustee has “liberty of sale”. Further: “If the entruster consents 
to the placing of goods subject to a trust receipt transaction in the 
trustee’s stock in trade or in his sales or exhibition rooms, such 
consent or allowance shall have like effect as granting the trustee 
liberty of sale’’."® 





sold his car to a used car dealer, receiving check which was dishonored, but 
still permitting car to remain on dealer's lot, lost to innocent buyer on the 
theory of estoppel, despite fact of noncompliance with Virginia motor vehicle 
registration statute which was treated as an “anti-theft” measure.) Heaston v. 
Martinez, 3 Utah 2d 259, 282 P.2d 833 (1955) (wholesale dealer sold a car 
to a dealer, the buyer to pay a draft with certificate of title attached. Dealer 
got possession of car, but never paid draft and did not acquire certificate of 
title. Innocent buyer from dealer prevailed over wholesale dealer; delivery of 

session to the dealer raised estoppel.) Good v. Easy Method Auto Driver 
Trainin School, Inc., 113 A.2d 925 (Mun. Ct. of Appeals, D.C. 1955) 
(Easy Method placed its used cars on dealer's premises to attract customers; 
no express authority to sell; innocent buyer prevailed.) General Credit, Inc. 
v. Winchester, Inc., 196 Va. 711, 85 S.E.2d 201 (1955) (plaintiff financed 
dealer’s cars, certificate of title showing plaintiff's lien. Dealer sold car to 
defendant, giving invoice but no certificate. Judgment for defendant. The 
authority to resell destroyed the mortgagee’s lien as against bona fide pur- 
chaser. Motor vehicle registration statute has only simplified the procedure of 
title registration, not changed the law of estoppel.) Redden v. Haley, 268 P.2d 
270 (Okla. 1954) (floor plan chattel mortgage; dealer sold car to defendant; 
defendant prevailed. Wholesale dealer had waived the protection of the filing 
statutes by leaving the car in the hands of the dealer knowing that it would 
be resold.) Quaker Oats Co. v. McKibben, 230 F.2d 652 (9th Cir. 1956) 
(chattel mortgage on grower’s turkeys; grower sold to innocent buyer; buyer 
prevailed. Waiver of lien found.) In a small minority of cases the purchaser 
lost: John Clay & Co. Livestock Commission v. Clements, 214 F.2d 803 (5th 
Cir. 1954) (buyer of cattle lest. Court said he had destroyed the good faith 
element by failing to ask for a bill of sale as required by Texas law.) Mori v. 
Chicago Nat'l Bank, 3 Ill. App. 2d 49, 120 N.E.2d 567 (1954) (owner left his 
car on used car dealer's lot to invite bids. Owner held not estopped to assert 
title against bank lending on trust receipt. Court held that bare possession 
alone was not able to create estoppel and emphasized bank’s negligence in 
failing to ascertain who had title.) 

UTRA §§ 9-2(a) (i), (ii); 9-2(b), (c), 9A ULL.A. 
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Section 16, dealing with election among filing statutes, gives the 
same protection to buyers in the ordinary course of business where 
the financer has elected to use another kind of security interest, 
such as a chattel mortgage, in a transaction that is functionally a 
trust receipt transaction. In states having the chattel mortgage 
amendment to UTRA Section 16 gives UTRA’s protections to 
many cases of wholesale mortgagee v. innocent buyer in the ordi- 
nary course of trade. 

The protection afforded by some common law decisions, and by 
UTRA, to the buyer in the ordinary course of trade, invites inquiry 
into the circumstances of each case. Manifestly, the run-of-the-mill 
consumer-buyer seems to be protected in his purchase of a floor 
planned car. But what about professional buyers—persons reg- 
ularly engaged in purchasing cars from dealers? Is a dealer buying 
one car, or a group of cars, from another dealer, a buyer in the 
ordinary course of trade, in the sense that he may take free of the 
claim of an unpaid wholesale financer of the selling dealer? The 
question is particularly real in times of oversupply, when over- 
stocked dealers are forced to unload, sometimes to “bootleggers”. 
Shouldn’t we look carefully at the facts of each case? In a recent 
article Charles Oldfather takes exception to a Kansas decision,” 
holding for the purchasing dealer, which seems to regard as irrel- 
evant how much the purchasing dealer paid: “for aught that 
does appear the Court didn’t care how much lower the price 
was than the suggested list price and didn’t care much that the 
finance company apparently wasn’t allowed by the lower court 
to delve very deeply into the transaction. But the exact nature of 
the transaction is crucial, because the elements of a ‘purchase in 
the regular course of business’ are that the article be sold in a 
regular manner to a ‘regular’ customer at a regular price”.*° He 
argues that the professional buyer should know that in all prob- 
ability a new car in a selling dealer’s stock is floor planned; that 
the financer is counting on a sale above cost, so that the proceeds 
will give a margin of security; that it is unwise for a court to say 
in effect that all “dealers come under the shelter of the floor plan 
rule”. 

Motor vehicle registration laws sometimes throw a monkey 





™ Oldfather, Survey of Kansas Law 1953-1955: Sales, 4 Kan. L. Rev. 
217, 219 (1955). 

* Ibid. 

™ Universal Finance Corp. v. Schmid, 177 Kan. 414, 280 P.2d 577 
(1955). Other dealer-to-dealer cases are cited in Oldfather, op. cit. supra 
note 79. See also Stemmons, Inc. v. Universal C. I. T. Credit Corp., 301 
P.2d 212 (Okla. 1956). 
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wrench. In the case of used cars, the financer may obtain possession 
of the title certificate, and refuse to deliver it to the buyer until 
the wholesale indebtedness is paid. The innocent buyer who has 
already settled with the dealer, not knowing of the existence of 
the wholesale interest, may find himself under some statutes unable 
to perfect title unless he can obtain an equitable decree forcing 
the wholesale financer to cooperate. Further, a buyer obtaining 
possession without a properly assigned certificate may be confronted 
with the language of some statutes declaring that transfers not in 
compliance with the act are “fraudulent” or “void”. Common law 
principles of estoppel may still be invoked by a sympathetically 
minded court to compel the wholesale financer to respect the rights 
of the buyer. But we should not be surprised to find a court inter- 
preting the motor vehicle statute to defeat the buyer. Under the 
drastic language of a few statutes, the buyer who unwittingly has 
failed to comply with transfer provision is in a well-nigh insup- 
portable position.®? 





* Bayer v. Jackson City Bank and Trust Co., 335 Mich. 99, 55 N.W.2d 
746 (1952) is a startling decision. See Note, 51 Micn. L. Rev. 919 (1953). 
The court refused to grant a buyer specific performance to compel the whole- 
sale mortgagee to deliver the title certificate, even though the chattel mort- 
gage permitted the dealer to sell mortgaged cars. The more reasonable view 
is represented by Fogel v. General Credit, Inc., 122 F.2d 45 (D.C. Cir. 1941). 
The defendant mortgagee was directed to deliver the title certificate. The de- 
cision depended upon an analysis of the District of Columbia Motor Vehicle 
Title and Registration Regulations, D.C. Conk Ann. § 6-241 (1929). The ex- 
plicit sanction of the regulations for failure to have the certificate assigned 
was that the transferee could not use the car on the highway. 

“The statute provides only that the ‘owner’ shall first obtain a certificate. 
But it nowhere provides that he is any less the owner because he fails 
to do so. In our opinion, the statute does not avoid a contract other- 
wise valid.” Id. at 48. 

In states where the registration acts are construed to provide purely 
criminal sanctions, it would seem that they would have no effect upon the 
determination of the relative rights of wholesale financer and buyer. Cf. Hofs- 
lund v. Metropolitan Casualty Ins. Co., 188 F.2d 188 (7th Cir. 1951) con- 
struing the Wisconsin statute. The buyer is confronted with a more difficult 
situation under statutes which provide that a non-complying transfer shall be 
“void” or “fraudulent.” See Townsend, The Case of the Mysterious Ac- 
cessory, 16 LAw & Contemp. Pros. 197, 224-25 (1951); Farmers and Mer- 
chants State Bank v. Hunter, 166 Kan. 52, 199 P.2d 196 (1948). Oldfather, 
The Tale of Title Certificates in Kansas, 3 Kan. L. Rev. 305 (1955) criticizes 
the result of this case (against the buyer) and persuasively suggests that 
“fraudulent and void” language in a motor vehicle registration act still leaves 
the court room to ask the question, ‘fraudulent and void as to whom?” The 
language of some statutes may be so drastic that a decision for the buyer will 
be hard to make. Cf. Iowa Cope § 321 (1954), interpreted in Federated 
Mutual Implement & Home Ins. Co. v. Rouse, 133 F. Supp. 226 (E.D. Iowa 
1955). See also Codding v. Jackson, 132 Colo. 320, 287 P.2d 976 (1955). In 
any event, note that the possession by the dealer of a title certificate on 
which a lien is noted may be a circumstance against the buyer. Cf. Fogel v. 
General Credit, Inc., 122 F.2d 45 (D.C. Cir. 1941). On the adverse effect of 
the Ohio title certificate act on the position of the buyer, see Note 5 West. 
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UTRA: Proceeds 


A floor plan financer is engaged in an operation which contem- 
plates that the dealer will sell the cars and pay off the advances 
by application of the proceeds of sale. This being the case, the 
floor plan financer is vitally interested in the use the dealer will 
make of the proceeds of sale. Under a well run floor plan, the 
financer will see to it that the dealer promptly pays off the advance 
out of the proceeds of sale. 

It is likely that the trust receipt will declare that the dealer will 
hold the proceeds of sale “in trust” for the entruster, and that the 
proceeds will in the meantime be segregated by the dealer. 

The financer’s choice of a particular security device (chattel 
mortgage, trust receipt) may be influenced by the extent to which 
use of that device will assure legal recognition of the financer’s 
claim upon proceeds. In this respect the provisions of UTRA seem 
to be more favorable than prevalent chattel mortgage law. 

The typical forms that proceeds from the sale of a car may take 
are (1) cash, (2) a conditional sales contract—possibly with an 
accompanying note, (3) a traded-in car.* 

The usual contest which will test the financer’s right to proceeds 
will involve the financer on the one hand and the dealer’s trustee 
in bankruptcy on the other. In another situation, the financer at 
wholesale may find himself arrayed against another creditor who 
has extended credit on the security of property constituting pro- 
ceeds, or against a third party purchaser of the proceeds. 

As part or all of the proceeds of sale, the dealer may obtain 
cash. The cash may take the form of the buyer’s check which the 
dealer will deposit in an account for collection and credit. 

There does not seem to be anything unreasonable in saying that 
cash received by a dealer as proceeds may be subject to the security 
interest of a floor plan financer. We are well acquainted with the 
proposition that a consignor in a consignment arrangement may 
have a trust interest in the proceeds of sales made by his agent- 
consignee. Where a borrower with permission sells property sub- 
ject to a security interest, it may satisfy a court to say that he sells 





Res. L. Rev. 403, 413 (1954). (Judicial construction criticized as unnecessary.) 
"There seems no doubt that UTRA § 10(c) gives the entruster a se- 
curity interest in a traded-in car, where the car sold to the customer is covered 
7 an unpaid trust receipt. See Taylor v. Quittner, 218 F.2d 549 (9th Cir. 
1955) e course of dealings between the dealer and the entruster may, 
however, reveal that the interest had been waived. The fact that the dealer 
acquires a title certificate may also serve to prevent assertion of the whole- 
sale security interest against buyers and other bona fide purchasers. 
supra note 45. 
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as agent for the secured lender, and holds the proceeds in trust. 


Nevertheless, in some states, a chattel mortgagee could not expect 
to claim a trust or secured interest in cash proceeds if he permitted 
the mortgagor to sell the mortgaged property and collect the pro- 
ceeds, under an agreement to apply the proceeds to pay off the 
mortgage debt.** Some courts would say that all the mortgagee 
had was the personal promise of the mortgagor. The situation 
would be otherwise if under the agreement the third party buyer 
was supposed to pay the mortgagee directly. 

Under UTRA, it seems clear that the entruster may acquire an 
interest in proceeds commensurate with the interest that he had 
in the goods that were sold. Since cash proceeds are highly negoti- 
able, however, the interest may be cut off by the interposition of 
a holder in due course. 

Possibly the reluctance of some courts in the chattel mortgage 
cases to accept the idea of a trust interest in proceeds stems from 
skepticism as to whether a trust was really intended. In any event, 
it is clear that the practice of the parties (their words to the con- 
trary) may negative the assertion that a debtor who collects proceeds 
so loose as cash is really acting as a fiduciary: practice may reveal 
that his personal promise has been substituted. Particularly where 
cash is involved, there is considerable chance that practice may be 
at variance with the existence of a trust interest. 

Is it inconsistent with the retention of a trust interest, for the 
financer to permit the dealer to deposit the buyer’s check in the 
dealer’s personal account, and to pay off the loan by drawing a 
personal check on this account? (This is common practice.) An 
agent or trustee, we are told, has a duty to keep fiduciary funds 
separate—here the dealer, often with the financer’s tacit permis- 
sion, does not. If the financer insists that the dealer, promptly 
after deposit of the check, draws upon the account to pay off the 
loan, it would seem captious to say that a trust relationship is de- 
feated. In a recent case, such a practice was involved. The court 
commented: 

The deposit of such proceeds to the account of Bosse Motor, 


Inc., and the giving of its check therefor to (the) respondent, 
did not change the character thereof or deprive respondent of 





“For a discussion of the problem in general, see Skilton, The Factor’s 
Lien on Merchandise, 1955 Wis. L. Rev. 356, 609 at 637. For treatment of the 
Wisconsin situation, see 44 Ops. Wis. Arr’y Gen. 319, 342 (1955). This 
opinion also analyses the situation with respect to proceeds under 
tigsaye Coates, LAw AND Practice IN CHATTEL SecurED FARM Creprr 69 
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its rights therein. The testimony is that such procedure was 
only a convenient bookkeeping practice.* 


But the situation has danger. (For UTRA treatment of waiver 
see, ¢.g., 10-c.) 

The dangers in the situation become acute if the practice goes 
one step further, and the dealer is permitted to settle up periodi- 
cally—say once every two weeks—or when the financer’s repre- 
sentative appears in the locale—by giving his personal check cover- 
ing all balances due at the time. The argument that the financer 
has “waived” his specific interest in the proceeds of sale becomes 
stronger. 


The possibility of waiver is always present when a financer per- 
mits loose handling of proceeds of sale by the dealer. If in fact 
waiver has occurred, the financer loses his right to hold the dealer 
responsible as a trustee. In an opinion by the Attorney General of 
Wisconsin, it was stated that a dealer who agreed to hold proceeds 
of trust receipted goods in trust could be guilty of embezzlement 
if he appropriates such proceeds to his own use. But it was also 
stated that the defense of waiver may occur. “Such a waiver’, it 
was observed, “might occur, for example, if the entruster know- 
ingly permits the trustee to use the proceeds as his own over a 
period of time so as to permit the trustee reasonably to infer that 
his right to do so in all cases is recognized by the entruster.”** Not 
only may waiver have the effect of removing a criminal charge 
against the dealer, but it may also result in the entruster’s loss of 
position vis-a-vis the claims of other creditors of the dealer. 


It has been held that an entruster, in accordance with UTRA, is 
entitled to a secured interest in proceeds of sale deposited by the 
dealer in his bank account, whether or not the dealer had liberty 
of sale. In seeking to enforce the interest in the bank account, the 
entruster in effect acquiesced in the sale. This right in proceeds 





* Commercial Credit Corporation v. Bosse, 76 Idaho 409, 416, 283 P.2d 
937, 941 (1955). 
See 44 Ops. Wis. Att'y Gen. 319, 329 (1955). 


As to the charge of embezzlement, the opinion involved a construction 
of Wis. Stat. § 343.20 (1953). This section has been supplanted by a pro- 
vision in the criminal code. Wis. Stat. § 943.20 (1955). The reasoning in the 
opinion, however, seems equally applicable to the new section. In addition 
Wis. Stat. § 943.25 (1955), dealing with “transfer of encumbered property” 
seems broad enough to make misuse by a trustee of trust receipted proceeds a 
crime. Bill No. 195 S (Wis. 1957) would create Wis. Stat. § 241.495 and 
specifically make unauthorized disposition of proceeds of trust receipted 
goods a crime. 
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prevails over a tax claim against the dealer, in view of the fact 
that it is not “inchoate’’.8 

Under normal principles, a secured or trust interest in proceeds 
arising from the sale of secured or trust property can be enforced 
only where the beneficiary or secured party can “trace” the pro- 
ceeds—i.e., can identify a specific asset as containing in whole or 
part the proceeds of sale. The consequence is that for failure to 
prove or identify proceeds the beneficiary or secured party may 
find himself in the position of an unsecured claimant against an 
insolvent estate. 

In this connection, additional rights granted by UTRA are of 
great importance to the entruster. Section 10 (b) provides that 
where the trustee has sold entrusted property, the entruster has a 
right 

to . . . the value of any proceeds (whether such proceeds are 

identifiable or not) of the goods, documents or instruments, 

if said proceeds were received by the trustee within ten days 
prior to either ey says for appointment of a receiver of 
the trustee, or the filing of a petition in bankruptcy or judicial 
insolvency proceedings by or against the trustee, or demand 
made by the entruster for prompt accounting; and to a priority 

to the amount of such proceeds or value . . .8* 

In re Harpeth Motors, Inc.,3° appears to be the only case in 
which the significance of this provision was involved. It appeared, 
inter alia, that a finance company had a duly perfected trust re- 
ceipt interest in three cars floor planned with a car dealer. The 
dealer sold the cars and received the proceeds, but did not pay off 
the indebtedness to the entruster. It further appeared that within 
ten days after such receipt of proceeds by the dealer, the entruster 
demanded that the dealer promptly account for the proceeds. The 
dealer did not pay, however, and subsequently went into bank- 
ruptcy. The entruster was unable to identify any particular assets 
of the dealer as representing traceable proceeds of sale. Under 
section 10 (b), the entruster claimed a secured interest to the extent 
of the proceeds upon the general assets of the bankrupt. The court 
so held. 
According to Miller, J.: 


The determinative question is whether Section 10 creates a 
lien upon the trustee’s assets to secure payment of the en- 





Commercial Credit Corporation v. Bosse, 76 Idaho 409, 283 P.2d 937 


(1955) 
“UTRA, supra, note 41. 
"135 F. Supp. 863 (M.D. Tenn. 1955). 





a 
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truster’s claim for the value of unidentifiable proceeds, or 
whether it merely accords such value claim a priority in the 
distribution of the trustee’s assets among his general creditors 
in insolvency or bankruptcy proceedings. . . . If the statute 
merely confers a right of priority to the extent of the claim of 
value in the general distribution of the assets of the trustee in 
the security transaction, such right of priority, as the Referee 
correctly held, would be unenforceable in the trustee’s bank- 
ruptcy proceedings. This is true because the classes of claims 

iven priority in distribution of assets in bankruptcy prescribed 

y Section 64 of the Bankruptcy Act are exclusive, and by the 
Chandler Amendment of 1938, state created priorities, with one 
exception not pertinent to this case, were eliminated from the 
Act. . . . Although the interpretation of the statute is not free 
from doubt, the Court is of the opinion that it was the legisla- 
tive a og under Section 10 not only to create a lien upon 
identifiable proceeds derived from the sale of entrusted goods, 
but also to create a lien upon the trustee’s other assets to secure 
payment of the value of the proceeds in the event the proceeds 
cannot be identified or traced. Admittedly, such a lien to 
secure the value of the proceeds is not conferred by the statute 
in express terms, but the failure to create the lien expressly is 
not fatal to its existence if it follows by necessary implication 
from the terms of the statute.*° 


Double Financing 


Even the most efficient policing of the floor plan arrangement 
cannot entirely eliminate a major risk of wholesale financing: the 
possibility that the dealer, turning dishonest, may defraud the 
lender. Suppose, for example, that the dealer sells a car for cash 
to a buyer in the ordinary course of trade. The dealer may abscond 
with the proceeds and live it up. The financer has lost his security, 
albeit he may have some grim satisfaction in seeing the dealer 
charged with a crime. Against this kind of dealer dishonesty the 
financer has little protection, except to be very careful in selecting 
his dealers in the first place and in checking up on them in the 
course of their relations. 





* Id. at 864-65, 867. It is interesting that Judge Miller held that the entrust- 
er had a statutory lien under section 67(b) of the Bankruptcy Act. This is a 
controversial point. It is widely contended that the statutory lien covered 
by section 67(b) is non-consensual; that consensual liens, even though im- 
plemented by statute, are not protected by section 67(b) against attack under 
section 60. In In re Tele-Tone Radio Corp., 133 F. Supp. 739 (D.N_J.), the 
court, in holding that a factor’s lien was subject to section 60, pointed out 
that a primary p in amending section 60 in 1950 was to save trust 
receipts and factors’ liens from the threat arising from the decision in Corn 
Exchange Bank v. Klauder, 318 U.S. 434 (1943). However, there is ground 
for contending that the special right in “unidentifiable” proceeds is non- 
consensual, springing by operation of law from a consensually created trust 
receipt transaction. 
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Certain types of dealer fraud fall under the heading of “double 
financing”. The term suggests that the dealer has contrived to 
induce two innoccnt people to invest in the same asset by buying 
it or lending on it, under the assumption that there is no conflict- 
ing interest. The dealer may double finance in various ways: (1) 
he may trick two wholesale financers into floor planning the same 
car; (2) he may trick two retail buyers into buying the same car; 
(3) he may trick two retail financers into buying or lending money 
on conditional sales contracts on the same car; (4) he may mis- 
apply conditional sales contracts constituting proceeds of a floor 
planned car, and without paying off the floor planner, transfer 
the paper to a retail financer and pocket the money received. 
These are only some of the kinds of skullduggery an unpleasantly 
imaginative dealer can use to get loot. Naturally, the experienced 
wholesale or retail financer must be cognizant of such possibilities 
and guard against them as much as he can. 

Of the various types of double financing, at least two are of 
real concern to a floor plan financer. The conflicts of interest these 
types evoke may be categorized as (a) wholesale financer v. whole- 
sale financer, and (b) wholesale financer v. retail financer. 


Wholesale Financer v. Wholesale Financer 


One of the most important aspects of UTRA, insofar as auto- 
mobile wholesale financing is concerned, is its bearing on the com- 
petitive relations. Can UTRA be used as a tool for monopolizing 
the dealer’s business? A partial answer to this question may be 
found in considering the way that Act handles double financing 
problems involving two wholesale financers of the same car—one 
of whom must be held to have been duped by the scheming dealer.” 

A decision in point is Donn v. Auto Dealers Company**—The 
interpretation of the Illinois (chattel mortgage) version of UTRA 
was involved. In this case, two finance companies had filed trust 
receipt statements on the same dealer. Entruster No. 1, who had 
filed first, did not know of the statement filed by Entruster No. 2. 
Then Entruster No. 2 advanced funds on the security of certain 
automobiles in the dealer’s possession. Subsequently Entruster No. 
1, still not knowing of rival financing arrangements, advanced 





"The entruster’s interest, absent estoppel, may be inferior to pre- 
existent title claims against the res. See Ford Motor Co. v. National Bond 
& Inv. Co., 294 Ill. App. 585, 14 N.E.2d 306 (1938). For an estoppel case, 
see Associates Discount Corp. v. Slayton, 85 So.2d 199 (Miss. 1950). 

* 385 Ill. 211, 52 N.E.2d 695 (1944), reversing in part 318 Ill. App. 95, 
47 N.E.2d 568 (1943). 
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money on the same cars. In this double financing situation, which 
Entruster had the better right to the cars? 

On behalf of Entruster No. 1, it was argued that the financer 
who files first acquires under UTRA “an inchoate interest or lien 
on the goods of his trustee on which the entruster later advances 
funds”; that to hold otherwise would impose upon him a duty of 
searching the record after his statement was filed. —The Supreme 
Court of Illinois, reversing the intermediate court, held that the 
financer who first advances money on particular cars has priority 
with respect to them. The Court said: 


The plaintiff argues that the statement permitted by the act 
to be filed is similar to a mortgage to secure future advances. 
We are not impressed with the analogy. The definitions of an 
entruster and trust receipt transactions do not contemplate 
anything in the nature of such a chattel mortgage. Section 14 
specifically provides that the obligation secured under a trust 
receipt transaction is not to be extended to a subsequent obli- 
gation of the trustee. As we view this statute it contemplates 
a new trust receipt transaction to be entered into whenever 
any funds are advanced by the entruster covering the described 
chattel. Mortgages for future advances usually arise out of a 
contract to make such advances. Here the entruster, as we have 
seen, by filing a statement with the Secretary of State, does not 
contract to do anything . . . We are not impressed with the 
argument that such a construction of the act prevents a normal 
flow of business between plaintiff and his trustee. No harm 
can result to either entruster, since taking a statement of the 
trustee as to advances on the same goods by other entrusters, 

rior to entering into any trust receipt transaction, involves 
little or no effort or delay. The statutes of this State cover 
situations where false statements are made to secure credit. 
We are of the opinion there is nothing in the act which indi- 
cates a legislative intent that so great a discrimination between 
the rights of entrusters should exist as plaintiff claims. We 
think the purpose of the act is better met by so construing it 
as to encourage its wider use than by limiting the security pro- 
vided to the one entruster who first gets his statement on file. 
Such a construction would result in a monopoly for such en- 
truster on the business of the trustee, since no one would enter 
into that relationship with him who finds on file with the 
Secretary of State his statement with another entruster. Under 
the act an entruster, during the year his statement is alive, 
may, alone, file another statement with the Secretary of State, 
thus perpetuating the relationship without the consent of the 
trustee.** 


Thus, if we accept the final decision in the Donn case, a trust 





* Id. at 218, 52 N.E.2d at 698. 
“ McGowan, Trust Receipts 124 n, 24 (1947) comments upon the Donn 
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receipt statement filed of record cannot serve the same purpose as 
a future advance clause in a mortgage, and this is quite important 
in the competitive struggle. The importance is underlined by the 
fact that in the automobile business it is not unusual for a dealer 
to patronize more than one financer at the same time.®* And, since 
dual dealing may sometimes lead to double dealing, it is inevitable 
that occasionally dishonest or careless dealers will double finance 
cars. 

Under the standard version of UTRA, the chances of double 
financing by trust receipt are much less than under the chattel 
mortgage version of UTRA. The requirement that the trust re- 
ceipt be given, at the latest, promptly after the dealer has received 
the goods in itself limits the possibility that there may be two 
trust receipt financers. Still, it is conceivable that the dealer may 
be slick and quick in his fraud. If under the circumstances the 
dealer got two wholesale financers, a difficult choice would be pre- 
sented in deciding the respective rights of the financers. In such 
case, it seems likely that the financer who actually paid the factory 
invoice would prevail—i.e., the financer whose payment was made 





case: 
“In that case the one who first advanced funds and took a trust re- 
ceipt got the decision. Ireton (op. cit. page 63) inclines to the view 
that the first who files should receive preference. However, the theory 
that the first who files should receive preference, overlooks the fact 
that such a doctrine would encourage carelessness, if not outright bad 
faith, on the part of the first who filed. The Illinois Supreme Court's 
view that filing by both was constructive notice to each and that 
the first to advance against particular property should have preference 
even though he was the second to file, is much sounder. One cannot 
enjoy an entruster’s rights under the Act unless he is an entruster. 
The mere fact that a Statement of Trust Receipt Financing is filed 
does not make the one who files, an entruster. To become an en- 
truster the party who files must engage in a trust receipt transaction 
by advancing funds. As the Act only confers the rights of an en- 
truster upon one who is an entruster in fact, the one who becomes an 
entruster first would seem to have perfected his rights against those 
who were only filers of a Statement of Trust Receipt Financing at 
the time he became an entruster. Illinois seems to have settled this 
uestion for itself but until other States follow, it would seem that 
those who may be affected should give actual notice of their interest 
to all prior filers. If the first-to-file doctrine is adopted it certainly 
should be modified to the extent that once a prior filer receives actual 
anaes, of a subsequent filing, all parties will be on a first-to-advance 
asis. 

* Smith, THE Marketinc oF Usep Automosites 193 (1941) observes 
that the reluctance of G.M.A.C. to finance used cars caused G.M. dealers to 
seek other finance companies to finance their used car inventory. But some 
finance companies insisted on exclusive financing. 

I requested my research assistant, Mr. Zigurds Zile, to examine the filings 
of trust receipts statements in Wisconsin with a view to determining the in- 
stances of cases where the same dealer was being financed by more than one 
financer. He made a random sample of 350 out of 3436 statements of trust 
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directly to the manufacturer.** The theory would be that title was 
channelled through this financer, and the interest acquired by the 
other financer would be necessarily inferior. We would apply the 
analysis of the Donn case to say that it would be unimportant to 
ascertain which financer first filed a financing statement. 

The observation in the Donn case that an entruster can easily 
protect himself by obtaining a statement from the dealer prior to 
entering into each trust receipt transaction does not seem to com- 
port with business realities. It certainly disturbs the normal flow 
of business. The financer has agreed with the factory to honor the 
factory’s drafts. The factory ships the cars pursuant to the dealer's 
orders. When the trust receipt is executed, the financer is already 
committed. 

To detect instances of double financing and to nip the crime in 
the bud is an important part of the system of floor planning. It 
behooves financers to ascertain whether or not their dealers are 
also financing through some other company. Periodic checks on 
public filings should be made. Some financers servicing the same 
dealer exchange lists of cars financed at wholesale and retail. 


Wholesale Financer v. Retail Financer 


Considering the effort, hazard and low return of the floor 
planning operation, the floor plan financer may ask, is it worth- 
while? The answer comes loud and clear—yes, if it helps get the 
dealer’s retail financing business. Those lush installment contracts 





receipt financing filed during the 12-month period from November 1, 1955 to 
October 31, 1956. He found that 29 of the 350 business concerns were being 
financed under trust receipts by two or more finance companies. The 29 in- 
cluded only those cases where the description of merchandise in the state- 
ments suggested that the financing was with respect to the same general type 
of merchandise. If the sample results are a proper indication, approximately 
290 borrowers were looking to more than one financer for trust receipting the 
same general type of merchandise. There is no suggestion that in any case 
fraudulent double financing of the same item is present. Dual financing is not 
double financing. Accidents may happen, of course, and there is a potential 
of temptation. 

e discussion does not deal with the question of relative rights of an en- 
truster and wholesale chattel mortgagee, where the entruster files first but does 
not advance funds in a trust receipt transaction until after the creation and 
perfection of the chattel mortgage. 

To illustrate that 3 party trust receipt is prior to 2 party, see C.L.T. 
Corp. v. Commercial Bank, 64 Cal. App. 2d 722, 149 P.2d 439 (1944). To 
establish the fact that a trust receipt interest may be inferior to a condi- 
tional vendor's interests see Ford Motor Co. v. Nat'l Bond & Inv. Co., 294 
Ill. App. 585, 14 N.E.2d 306 (1938). 

Similarly, the interest of the entruster may be inferior to that of a con- 
signor of the goods, absent estoppel or some other element paring the con- 
signor's rights. See In re Sam Clemente Supply, 101 F.Supp. 252 (S.D. 
Cal. 1951). 
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signed by time buyers of cars, with their juicy difference between 
cash price and time price, are tasty pickings. “There is”, in the 
words of one writer, “a pot of gold at the end of the distribution 
rainbow”.®* Since we are off the gold standard, it may be more 
appropriate to say that there is a cash register full of greenbacks 
in the financing of installment sales to car buyers. 

The wholesale financer is sitting pretty when it comes to getting 
the dealer’s retail installment paper. The financer requires that 
the loan he makes on a car be paid off when the car is sold. If a 
credit sale is made, the dealer will find it convenient to pay off 
the wholesale loan by transferring the installment paper. Further, 
the wholesale financer claims a trust or secured interest in these 
proceeds. To facilitate matters, the wholesale financer may supply 
the dealer with conditional sales contract forms in which the 
financer is named as specific assignee.®* 

The reasonable expectations of the wholesale financer may be 
defeated by the combination of a designing dealer and a competing 
financer—whom we shall dub the retail financer. Presumably the 
vast majority of car dealers are upright. But one of the ways an 
unscrupulous dealer can cheat the floor plan financer is to sell the 
car on credit, transfer the time paper to another sales financer, and 
pocket the proceeds.*® Call the retail financer a “pirate’’?°° if you 
will, but names will not hurt. We are supposing that the retail 
finance company is perfectly innocent, does not know that the 
dealer is transferring time paper to it in fraud of the floor plan 
financer. The fat is now in the fire. Discovering that the car is 
gone and the dealer has not paid off the loan, the wholesale financer 
challenges the retail financer’s right. 

The contest between wholesale financer and retail financer may 
have various settings. Possibly: (1) the retail buyer has defaulted. 
The car has been repossessed by the retail financer. The buyer’s 





* Gilmore, The Commercial Doctrine of Good Faith Purchase, 63 YALE 
LJ. 1057, 1102 (1954). 

* The following discussion assumes that the dealer chooses not to use 
the wholesale financer’s form. If the wholesale financer’s form is used, it is 
hard to see how another finance company could buy the paper in good faith. 
The dealer may be supplied with another conditional sales form; for example, 
he may obtain a form from a rival company, or his state auto dealers’ as- 
sociation may have an approved form. 

” The dealer may not be pressing to defraud the wholesale financer by 
double financing. At the time he transfers the paper to the retail financer, he 
may be planning to pay off the wholesale financer, but circumstances may 
suddenly change. 

™ See Gilmore, op. cif. supra, note 97. The retail financer may cut in by 
offering a premium to the dealer, more attractive than the cut or participation 
the dealer would receive from the wholesale financer. 





¥ 
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rights under the conditional sales contract have been forfeited. The 
retail financer either has the car or has resold it, and has the pro- 
ceeds. The wholesale financer brings an action in replevin, or for 
conversion or accounting. (2) The retail buyer has paid in full. 
The retail financer has collected. The wholesale financer wants 
the fund. (3) The retail financer is still collecting on the condi- 
tional sales contract. The wholesale financer claims a superior 
right to it. (4) The dealer has faked a sham sale. He has created 
a conditional sales contract on a car which remains in his posses- 
sion. He has transferred that paper to the retail financer. The un- 
paid wholesale financer has lifted the car, and the retail financer 
now goes against the wholesale financer on the theory that the 
latter has converted. 

The typical kind of installment paper is a conditional sales con- 
tract, and the typical kind of retail financer is a sales finance com- 
pany which takes an assignment of that contract. Frequently the 
contract is accompanied by a negotiable note signed by the buyer. 
Sometimes, however, we find the dealer taking a note and purchase 
money mortgage from the buyer, and transferring these papers. 
The transferee may be a bank. 

How is this controversy between wholesale financer and retail 
financer to be resolved? To sharpen the question, we shall make 
certain assumptions. It is assumed that we are dealing with two 
innocent parties, both of whom have given value. It is assumed 
that the wholesale financer has an existing claim to the paper as 
proceeds. It is also assumed that the retail financer is an innocent 
purchaser for value of the paper.’ 

The wholesale financer must see to it that practice carries out 
its assertion of a trust interest in the proceeds of sale. It must be 
cautious lest the record of its relations with the borrower reveal 
waiver or abandonment of its special rights in proceeds. In one 
case the court commented: 


The Larsh-Brokaw Company would sell cars upon which de- 
fendant held trust receipts Lefone paying the amount of the 
promissory note due to the defendant thereon, and before 
obtaining release from the trust receipts; and sometimes when 
it sold a car it would not account to defendant for the amount 
owed to defendant on that particular car until such time as 
the note might thereafter fall due, and the general practice was 
that the Larsh-Brokaw Company first sold the car upon which 





™ If the retail financer actually knows that the car is covered by an 
unpaid wholesale lien, he may lose. B. C. S. . v. Colonial Discount Co., 
169 Misc. 711, 8 N.Y.S.2d 65 (N.Y. City Ct. 1938). 
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the defendant held a trust receipt, and then later, sometimes 
as long as ten days thereafter, settled with the defendant for 
the amount it owed on that particular car. This practice con- 
tinued from the time the Larsh-Brokaw Motor Company began 
business in March, 1926, until it went out of business in the 
latter part of November, 1929.10 


The court was also convinced that the defendant knew that some- 
times the dealer sold the conditional sales contracts arising from 
the sale of cars to other finance companies. In that case the court 
felt that the defendant’s claim that the retail financer should have 
been more careful in its acquisition practices was an instance of 
“the pot calling the kettle black”.1°% 

These assumptions made, the way is now clear for a decision of 
the controversy on the merits. In most states, the courts will find 
no decisive statutory mandate. If the case arises under UTRA, we 
will want to look at several provisions of the act, but even here we 
will find that the statutory language is plastic putty in the judicial 
hands, taking on the aspect of the judicial will. Elsewhere than 
under UTRA, there is little statutory confinement to justice based 
on judgment. 

But what are the merits of the controversy? We assume two inno- 
cent financers, and one of them must get hit on the head. We 
cannot, ala Solomon, offer to cut the car in two, and then award 
it intact to the financer who wails most against the destruction of 
property. 

It is time to talk of “public policy.” Perhaps we can decide the 
conflict of interest by invoking public policy. But who can say 
what is good public policy here? “Public policy . . . is a very unruly 
horse, and when once you get astride it, you know not where it 
will carry you.”*% Public policy may be only the policy of the 
man with the loudest voice. 


” 


Nevertheless, there are various policies to bear in mind. There 
is the policy of supporting the prior secured interest. The whole- 
sale secured interest is first in time. Upon sale of the car, the effi- 
cient support of this policy requires that the secured interest be 
carried over into the proceeds, as a substituted res, and the interest 
in proceeds be co-equal with the interest in the original res. Recog- 





™M. & M. Securities Co. v. General Motors Accept. Corp., 230 Mo. 
App. 900, 909, 79 S.W.2d 521, 525 (1935). 

* Id. at 919, 79 S.W.2d at 531. 
1824). Burroughs, J. in Richardson v. Mellish, 130 Eng. Rep. 294, 303 (C.P. 
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nition of the equivalence of this interest in proceeds will serve to 
make inventory suitable collateral.1* 

There is the contradictory policy of promoting commerce in 
“chattel paper”’.1% The wide distribution of consumer durable 
goods depends to a fair extent upon the ability of the dealer to 
convert his time paper promptly into cash by transferring it to 
banks and finance companies. 


The triumph of the good faith purchaser has been one of the 
most dramatic episodes in our legal history. In his several 
uises, he serves a commercial function: he is protected not 

cause of his praiseworthy character, but to the end that 
commercial transactions must be engaged in without elaborate 
bg te of property rights and in reliance on the posses- 
sion of property by one who offers it for sale or to secure a 


loan.1°7 

This commercial policy may find expression in doctrines of 
negotiability or quasi-negotiability. A conditional sales contract 
is not, strictly speaking, a negotiable instrument.’°* But the fact 
that it is a customary article of commerce may encourage the court 
to rub out prior equities of ownership when it passes into the hands 
of a bona fide purchaser. The same may be said for a purchase 
money mortgage taken by a car dealer. In each case there may be 
an accompanying negotiable note. (Curiously, however, the courts 
have de-emphasized the significance of the note in deciding the 
controversy between wholesale financer and retail financer. Realisti- 
cally they seem to concentrate upon the chattel paper as having 
most to do with the car. Right or not in legal theory, it would be 
quixotic to make this dispute between two financers depend upon 
whether or not the conniving dealer had passed along a negotiable 





8 See Skilton, The Factor’s Lien on Merchandise, 1955 Wis. L. Rev. 


, 609. 
6 See Kripke, Chattel Paper as a Negotiable Specialty Under the Uni- 
form Commercial Code, 59 Yare L.J. 1209 (1950). 

** Gilmore, The Commercial Doctrine of Good Faith Purchase, 63 YALE 
L.J. 1057 (1954). 

** The negotiability of notes attached to conditional sales contracts has 
been raised frequently in suits against consumer-buyers, where the buyer at- 
tempts to assert a defense which would be available against the immediate 
pase. The matter is discussed at length by Gilmore, id. at 1093. There is a 
conflict of authority as to whether a note negotiable in form executed con- 
currently with a conditional sales contract, loses its negotiability on that ac- 
count, particularly where the note is merely separated from the conditional 
sales contract by a line or perforation. The majority view seems to be that 
the note is negotiable. But although the doctrine of imparting negotiability 
applies to a chattel mortgage secured by a negotiable note, the same is not 
true as far as a conditional sales contract is concerned. In quite a few cases 
in recent years finance companies acquiring notes and conditional sales con- 
tracts have been held not to be holders in due course of the notes. E.g., see 
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note with the chattel paper. But perhaps there has been only 
judicial inadvertence.) 

In the background is the competitive struggle, and the possibility 
that a court may be disposed to promote the competition. It is 
sometimes a fight between the big fellow and the little fellow. The 
wholesale financer, frequently one of the large sales finance com- 
panies, is arrayed against the retail financer who seeks to cut in on 
the dealer’s business. To uphold the wholesale financer’s right is 
to give him first claim to the spoils, and to dissuade the competitive 
zeal of the retail financer. A comment to the Commercial Code 
suggests that “financers of inventory may not have the legal right 
to monopolize the financing of the resulting chattel paper’’.1% 





Associates Discount Corp. v. Goetzinger, 245 Iowa 326, 62 N.W.2d 191 
(1954), commented upon in Hudson, 8 Pers. Finance L.Q. Rep. 86 (1954). 
(The approach is reminiscent of decisions finding that transactions are usurious. ) 
But see Implement Credit Corp. v. Elsinger, 368 Wis. 143, 67 N.W.2d 873 
(1954). Draftsmen, unable to apply the doctrine of imparting negotiability to 
the conditional sales contract itself, have frequently inserted estoppel and 
“cut-off” clauses, with varying results. See American National Bank v. A. G. 
Sommerville, Inc., 191 Cal. 364, 216 Pac. 376 (1923); Refrigeration Discount 
Corp. v. Haskew, 194 Ark. 549, 108 S.W.2d 908 (1937); Thorp Finance 
Corp. v. Le Mire, 264 Wis. 220, 58 N.W.2d 641 (1953). 


The controversy between wholesale financer and retail financer raises 
the question of the negotiability of notes going with conditional sales con- 
tracts in a different setting—a conflict between ownership claims. Under 
standard principles of negotiability equities of ownership fall before a holder 
in due course. Although notes were involved in several of the cases, in no 
case that I have discovered has the controversy between wholesale financer 
and retail financer been solved by describing the retail financer’s position as 
being that of a holder in due course of a negotiable note, with the rights in 
the car and in the installment paper flowing from that fact. In Gen. Motors 
Accept. Corp. v. Associates Discount Corp., 38 N.Y.S.2d 972 (Syracuse 
Munic. Ct. 1942) decided under UTRA, the court, under the facts of that 
case, de-emphasized the significance of the note. The case was reversed on 
other grounds, 267 App. Div. 1032, 48 N.Y.S.2d 242 (4th Dep't 1944). In 
cases where the dealer takes a purchase money mortgage and note, and 
transfers them to a retail finance company, again the controversy between 
the wholesale financer and the retail financer has so far not been made to 
turn upon the acquisition of a negotiable note. See Citizens National Bank v. 
Conger, 176 Misc. 1048, 29 N.Y.S.2d 65 (Sup. Ct. 1941); Farmers National 
Bank v. Universal Credit Co., 259 App. Div. 955, 20 N.Y.S.2d 1004 (3rd 
Dep't 1940), reargument and leave to appeal denied, 260 App. Div. 816; 22 
N.Y.S.2d 532 (3rd Dep't 1940), leave to appeal denied, 284 N.Y. 818, 29 
N.E.2d 975 (1940). 

* LINIFORM COMMERCIAL CopE § 9-306(4), comment. 


The Wisconsin Factor’s Lien Act, Wis. STAT. § 241.145(5) (b) (1955), 


provides: 
“Any conditional sales contract or chattel mortgage for part of the 
pur price, executed in connection with such a sale as last above 


described, may be sold or assigned for value in the ordinary course 
of business by the borrower, free and clear of the factor’s lien provided 
for herein, whether or not the purchaser or assignee of s condi- 
tional sales contract or chattel mortgage had knowledge of the ex- 
istence of such factor’s lien.” 


p45. 
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Fluid policy considerations such as the above no doubt dispose 
the judicial mind, and sometimes find expression in the opinions. 
For the most part, however, we may expect to find the decisions to 
reveal thought crystallized into legalism. 


JupiciaL ANALYsIs 


The judicial analyses of the problems and the decisions should 
first be considered in general, and second, with special reference to 
UTRA. The general discussion will concentrate upon non-UTRA 
cases, where the wholesale financer uses a chattel mortgage, condi- 
tional sale or common law trust receipt to secure the floor planning 
arrangement. 


In General 


In their analyses of the problem, and in deciding either for the 
wholesale financer or the retail financer, the courts have consider- 
able latitude, and perhaps have taken undue advantage of this fact. 
We may note a real split of authority, although perhaps more cases 
tend to be decided in favor of the retail financer. 

Where the wholesale secured interest is subject to a public filing 
statute and has been duly filed, there is the possibility that a court 
will seize upon this fact and will uphold the wholesale financer’s 
interest in the chattel paper proceeds as against the retail financ- 
er.° The analysis may involve a strict interpretation of the 
filing statute, and the retail financer will be charged with construc- 
tive notice of the unpaid floor financer’s rights. Even buyers in the 
ordinary course of trade have occasionally been stuck with this 
approach. Of course, there is nothing inevitable in the approach. 
A strict interpretation of the filing statute may unreasonably ex- 
clude consideration of facts suggesting that the wholesale financer 
should be equitably estopped from asserting his rights. 

Another approach may likewise lead to judgment for the whole- 
sale financer. A court may take the view that the retail financer is 
merely an assignee of a non-negotiable contract or property right. 
As an assignee, so runs the analysis, his position is no better than 
the dealer’s, and therefore subject to the claims of the wholesale 
financer.*** This analysis belittles the significance of the condi- 


™ Finance & Guaranty Co. v. Defiance Motor Truck Co., 145 Md. 94, 
125 Ad. 585. (1924). 

™In National Bond & Investment Co. v. Union Investment Co., 260 
Mich. 307, 244 N.W. 483 (1932), where the dealer sold cars covered by a 
floor plan mortgage, the transferee of a conditional sales contract and note 
was held to acquire only the assignor's sights. subject to the mortgage. 
court observed: “Tides of Ge gutdieser 2 the env teeta: Sip Galir at et 
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tional sales contract or chattel mortgage as a tangible token, the 
possession of which in the hands of a bona fide purchaser may be 
of paramount importance in controversies between successive as- 
signees and kindred disputes. The chose-in-action approach can, 
therefore, also lead to the opposite conclusion.1*? 





herein issued or presented.” The good faith of the assignee was apparently 

not in issue. Some emphasis was placed upon the view that the recording 

statute gave constructive notice. The court concluded: 
“We need but say that, under the conditional sales contract, the 
mortgagor retained title to the car. Such title, so retained, remained 
subject to the mortgage. Plaintiff, under the assignment of the con- 
ditional sales contract, acquired no rights beyond those of the mortgagor, 
its assignor. The assignment of the conditional sales contract was 
subject to the rights of the purchaser, Harrison, but such rights, if any, 
did not pass to plaintiff. Plaintiff acquired only the rights of its as- 
signor, the mortgagor, and such rights are subject to the mortgage 


lien. 
Id. at 309, 244 N.W. at 484. This case accords with the position taken by 
G.M.A.C. The case was limited in Fidelity Corp. v. Associates D. Corp., 340 
Mich. 610, 66 N.W.2d 235 (1954). 

In Perkins v. Lippincott Co., 260 Pa. 473, 103 Atl. 877 (1918), rights 
in an account receivable were involved. The claimants were an entruster 
(pre-UTRA) and an assignee of the trustee. The court observed (Id. at 476, 
103-Atl. at 878): 

The power given by the trust receipt to sell the goods did not include 
the power to dispose of the proceeds, and the only way in which plain- 
tiff could acquire such rights was by paying his indebtedness to the 
bank. Until that was done he had no title to the proceeds, and the 
Bank of Commerce, the use plaintiff, succeeded to only such rights as 
plaintiff possessed.” 
RESTATEMENT, CONTRACTS § 174 (1932) takes the position that an assignment 
to a bona fide purchaser cuts out the interest of an undisclosed cestui que trust 
in the res. At common law there was a division on this point [see WILLISTON 
& THompson, Contracts § 438 (rev. ed. 1938)] but if the chose in action is 
represented by an indispensable token, the decision should certainly be for 
e assignee who acquires this token. See also RESTATEMENT, CONTRACTS 
§ 170(4), 171 (1932); Corsin, Contracts § 900 (1952). 

%2In Imperial Finance Corp. v. Fidelity Trust Co., [1930] 4 D.L.R. 827, 
2 W.W.R. 769 [Manitoba 1930], the plaintiff, an assignee of conditional sales 
agreements under which a car dealer acquired cars, sued the defendant, the 
assignee of retail conditional sales contracts under which the dealer resold 
the cars, for conversion. The court posed the question: 

“Does the protection accorded to a purchaser who honestly and for 
value buys a car from a ‘dealer’ under a conditional-sale agreement 
extend to a financing company which discounts that conditional-sale 
agreement?” 
Id. at 831, 2 W.WR. at 773. The proceeds of the sale, the court reasoned, 
were acquired by the dealer in trust. But the defendant, by acquiring the 
documentary evidence of the debt, acquired the “legal title’—the “legal 
right” to collect, which was superior to the plaintiff's Y-"’ See also Anglo- 
California Trust Co. v. Pacific Acceptance Corp., 70 . App. 41, 46, 232 
Pac. 489, 491 (1924): 
“Here it appears without conflict that the true owner not only gave 
to its agent possession of the automobile, with power to dispose 
thereof, but by permitting him to make the contract for its sale in his 
own name clothed him with the apparent ownership of such contract, 
which was eventually transferred to the defendant, who paid full 
value for it without notice of the rights of the plaintiff therein. Under 
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If the wholesale financer is accorded a superior right under an 
interpretation of a filing statute, or if the retail financer is regarded 
as only the assignee of the dealer, the wholesale financer will prevail, 
regardless of the good faith of the purchaser for value of the retail 
paper. 

Another approach to the solution of the contest runs along these 
lines: a bona fide purchaser of the retail paper will be protected 
against the claims of the wholesale financer if the buyer of the car 
is protected. This view has resulted in sheltering the assignee of 
conditional sales contracts under the protection prevalently ac- 
corded the innocent consumer-buyer.'?* The approach is appealing 
from a functional standpoint. The transfer of the chattel paper 
created by the buyer gives the dealer the equivalent of a cash 
sale.11* Functionally the arrangement is like a case where the buyer 
had paid the dealer in cash by getting a loan from a bank and 
giving the bank a chattel mortgage on the car. Surely the bank’s 
chattel mortgage in that case would be at least as good as the 
buyer’s title to the car.1#* In each case the dealer is supplied with 





these circumstances the defendant is entitled to be protected.” 

™ In California Standard Finance Corp. v. Riverside Finance Co., 111 
Cal. App. 151, 295 Pac. 555 (1931), two cars were involved, both transferred 
to the dealer by appellant finance company. Car #1 was sold to Sturgis and 
car #2 to McKay under retail conditional sales contracts. McKay was not a 
bona fide buyer; Sturgis was. The retail contracts were assigned to respondent, 
a bona fide purchaser for value. A few weeks later the buyers notified the 
assignee that they were unable to continue payments, and voluntarily per- 
mitted the respondent to take possession. Upon discovery of the facts, the 
unpaid wholesale conditional vendor brought an action in claim and delivery 
against the respondent. The retail financer prevailed with respect to the 
— car, and lost with respect to the McKay car. Jd. at 156, 295 Pac. at 


“By the assignment of the conditional sale contracts by the dealer to 

the respondent, it acquired all of the rights in the property possessed 

by the dealer, and upon default under the terms of the contract, would 

have the right to repossess the Sturgis and McKay cars and terminate 

the contract, thereby succeeding to all of the rights of McKay and 

Sturgis in and to the property described in the contracts. . . . It 

therefore becomes pertinent and nepateney to determine what were the 

rights of Sturgis and what were the rights of Mc ay = Seen 
See also Iowa Guarantee Mortgage Corp. v. Gen. Motors Accept. Corp., 62 
S.D. 18, 250 N.W. 669 (1933). 

™ See Fidelity Corp. v. Associates Discount Corp., 340 Mich. 610, 66 
N.W.2d 235 (1954). 
™ Howell v. Board, 185 Okla. 513, 94 P.2d 830 (1939). Under some 

circumstances, the bank dealing directly with the buyer may acquire better 
title than the buyer. Farmers National Bank v. Universal Credit Co., 259 
App. Div. 955, 20 N.Y.S.2d 1004 (3rd Dep't 1940), reargument and leave to 
appeal denied, 260 App. Div. 816, 22 N.Y.S.2d 532 (3rd Dep't 1940), leave 
to - ow denied, 284 N.Y. 818, 29 N.E.2d 975 (1940). The assignee of a 
purchase money mortgage transferred by the dealer may acquire by estoppel 
better title than the dealer. Motores De Mexicali v. Bank of America Nat. 
T. & S. Assn., 227 F.2d 643 (9th Cir. 1955). But see National Funding Corp. 
v. Stump, 57 Cal. App.2d 29, 133 P.2d 855 (1943). 
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cash with which to pay off the wholesale loan, and in each case, it 
may be argued, the wholesale financer should bear the risk of the 
dealer’s dishonesty. So, whether the financing be via buyer’s mort- 
gage to his bank, or buyer’s mortgage to the dealer, or conditional 
sales contract, the result should be the same. The retail financer 
should win, at least if he is in good faith. 

The wholesale financer may vigorously contest the assertion that 
a retail financer acquiring conditional sales contracts should be 
protected in pari passu with the buyer in the ordinary course of 
business. Counsel for G.M.A.C. have long contended that the posi- 
tion of the two is not the same.1#* The inexperienced buyer in the 
ordinary course of trade should of course take free of the unpaid 
wholesale secured interest. But the assignee of the conditional 
sales paper is a professional. The protection of the innocent buyer 
if often rested upon estoppel. There is not the same basis for 
estoppel to protect the professional purchaser of chattel paper. 
This sport knows the score, knows what the pitch is. He knows that 
it is possible, even likely, that the dealer’s cars are floor planned. 

The above contention assails the concept of the good faith 
purchaser of chattel paper. Suppose the retail financer claims that 
he acquired a conditional sales contract without knowledge that 
the car involved was covered by an unpaid wholesale lien. But 
suppose you can show that the retail financer knew that the dealer 
was frequently, possibly regularly, floor planning cars with a 
particular finance company. Can the retail financer seriously assert 
that he is a good faith purchaser, when he went ahead and took 
the paper in bland ignorance, making no inquiry of the wholesale 
financer? When inquiry would have revealed the facts? Or take 
another case—suppose that the retail financer should have known 
that the dealer was engaged in floor planning operations, because 
notice had been filed of record?11* 

But does good faith require that a financer should check with 
his competitor? That the retail financer should reveal that he is 
having a little success in cutting into the dealer’s business? How 
long would the success last if that were so? Should not the retail 
financer be able to rely on the dealer’s assertion that he has the 
right to sell the contract?1!* In any event, is not the dealer supplied 





—_ think the record of litigation supports this 
17 See Bank of America v. National Funding Corp., 45 Cal. App. 2d 
320, 114 P.2d 49 (1941). 
™ Im M. & M. Security Co. v. Gen. Motors Accept. Corp., 230 Mo. App. 
900, 79 S.W.2d 521 (1935), it was suggested that the assignee of condi- 
tional sales contracts had the right to rely upon the dealer's warranty against 
liens in the conditional sales contracts. 
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with funds with which to pay off any wholesale interest? 


The standard of care to be imposed upon the retail financer is a 
familiar point in litigation. We may expect some division of opin- 
ion among the courts, and there may be a tendency for each case 
to rest on its own facts. We should not be surprised, however, to 
find a court taking the position that a retail financer who does not 
actually know that a particular car is floor planned has no duty 
of inquiry.'” 

If the rights of the bona fide purchaser of chattel paper stand 
or fall upon the status of the buyer of the car, the result will some- 
times be unfavorable to the retail financer. The buyer’s status 
may be assailable by the unpaid wholesale financer because for 
some reason the buyer is not a bona fide purchaser for value in the 
ordinary course. In this case the assignee of the buyer’s conditional 
sales contract would also lose out. And where there is in fact no 
buyer at all, where the dealer has faked a conditional sales contract 
upon a car which remains in his possession, a decision against the 
retail financer would be a fortiori under this approach. 

Nevertheless, in the case of the sham sale some courts have recog- 
nized the rights of the retail financer in the car. Results like this 
must rest upon a separate and distinct analysis of the status of the 
retail purchaser of chattel paper. The retail financer may be viewed 
as the purchaser of an independent interest in the car, a buyer 
whose status does not necessarily depend on the status of the 
vendee.’2° This is getting down to fundamentals. If a dealer has 
power to vest rights in a retail financer by transferring paper origi- 
nated in a real sale, does he not have similar power where he creates 
the paper in a faked sale? In each case he has power over the cars 
involved. 


The Problem Under UTRA 


In view of the fact that when UTRA was promulgated (1933) 
conditional sales of cars had become so frequent, and trust receipts 





™® Commerical Credit Co. v. Barney Motor Co., 10 Cal. 2d 718, 76 P.2d 
1181 (1938). For consideration of the assignee’s duty of care see Iowa Guar- 
antee Mortgage Corp. v. General Motors Accept. Corp. 62 S.D. 18, 250 
N.W. 669 (1933); esiint Securities Corp. v. Reo Motor Car oe 91 
Cal. App. 16, 266 Pac. 576 (1928); Commercial Credit Corp. v. Interstate 
Finance Corp., 236 Iowa 459, 18 N.W.2d 178 (1945); M. ra M. Securities 
Co. v. General Motors Accept. Corp., 230 Mo. App. 900, 79 S.W.2d 521 
(1935). Where used car wholesale financing is involved, the presence of 

title certificate may be significant. - 

%*M. & M. Securities Co. v. Gen. Motors Accept. Corp., 230 Mo. App. 
900, 79 S.W.2d 521 (1935); First National Bank v. Arthur Hermann Co., 
N.Y.S.2d 249, 275 App. Div. 415 (3rd Dep’t 1949). 
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were so widely used in car financing, it is indeed surprising that 
UTRA does not specifically and categorically nail down the ques- 
tion of the relative rights of entruster v. retail financer. 

The question is, does 9-1 (a) or 9-1 (b) apply? If so, the retail 
financer will probably prevail. Or does 10 apply? If so, the en- 
truster will probably prevail. 

Section 9-1 (a) provides that: 


Nothing in this act shall limit the rights of purchasers in good 
faith and for value from the trustee of negotiable instruments 
or negotiable documents, and purchasers taking from the 
trustee for value, in good faith, and by transfer in the custom- 
ary manner instruments in such form as are by common prac- 
tice purchased and sold as if negotiable, shall hold such instru- 
ments free of the entruster’s interest; and filing under this act 
shall not be deemed to constitute notice of the entruster’s inter- 
est to purchasers in good faith and for value of such documents 
or instruments, other than transferees in bulk. 


This subsection is strengthened and amplified by 9-1 (b) which 
declares that the entrusting of goods, documents or instruments 
“shall be equivalent to the like entrusting of any documents or in- 
struments which the trustee may procure in substitution, or which 
represent the same goods or instruments or the proceeds thereof, 
and which the trustee negotiates to a purchaser in good faith and 
for value.”!?1 

On the other hand, if these subsections are inapplicable, the 
scales are tipped in favor of the entruster by section 10, which gives 
the entruster rights in proceeds equivalent to his rights in entrusted 
goods, documents or instruments.'?? 





11'The Commissioners’ Prefatory Note to UTRA, 9A U.L.A. 280 states: 
“2. In the case of negotiable documents or instruments, it preserves 
the bona fide purchaser's protection under the Negotiable Instru- 
ments Law, Warehouse Receipts Act, Bills of Lading Act, and the 
Stock Transfer Act. Sec. 9 (1) (a). 
“3. In addition, it extends such protection to any documents or in- 
struments procured by the trustee in substitution for those a gf 
entrusted, developing in this the essential rationale of Commercial Natl. 
Bank of New Orleans v. Canal-Louisiana Bank & Trust Co., 36 S. Ct. 
194, 239 U.S. 520, 60 L. Ed. 417, so that a poe of substitution in 
the original entrusting is not a requisite to the purchaser's protection. 
Sec. 10 [sic] (1) (b). And it extends such protection to instruments 
which by custom are treated as negotiable, even if they fall outside 
the express terms of the N.I.L. Sec. 1 ‘Instrument’, Sec. 10 (1) (a).” 
In Universal Credit Co. v. Citizens State Bank, 224 Ind. 1, 64 N.E.2d 
28 (1945), the court cogeee section 10(c). However, the demurrer was 
partly sustained because the entruster’s allegations with respect to some cars 
sold did not allege that demand was made within 10 days after acquiring 
knowledge of the sale. The statutory waiver provided in the original version 
of 10(c) is deleted in the Wisconsin version. Wis. Stat. 241.40(2) (1955). 
See 44 Ops. Wis. Att'y Gen. 319, 329 (1955). 
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Subsection 9-1 (a) does not literally apply to the transaction un- 
less chattel paper (conditional sales contracts and purchase money 
mortgages) can be considered “instruments in such form as are by 
common practice purchased and sold as if negotiable”. Or if the 
chattel paper is accompanied by a negotiable note, and emphasis 
is placed on this fact.1** The act defines “instrument” to include 
negotiable instruments, certificates of stock, bonds and debentures, 
and “any interim, deposit, or participation certificate or receipt, or 
other credit or investment instrument of a sort marketed in the 
ordinary course of business or finance, of which the trustee, after 
the trust receipt transaction, appears by virtue of possession and 
the face of the instrument to be the owner.” But we are further 
told, “‘Instrument’ does not include any document of title to 
goods”. Is not a conditional sales contract a document of title to 
goods? Or can we say that it is both a document of title and a 
“credit instrument”? In trying to fit conditional sales contracts 
into 9-1 (a), we must further ask whether they are “by common 
practice purchased and sold as if negotiable”’?!** And whether the 
retail financer has acquired them “in the customary manner”,'* 
and measures up to the standards of a good faith purchaser for 
value?!?* But the principal question is whether or not this chattel 
paper is an “instrument”. 





™ No cases have been discovered under UTRA in which the presence of 
a negotiable note has been controlling. The signifiance of the note was con- 
sidered in General Motors Accept. Corp. v. Associates Discount Co., 38 
N.Y.S.2d 972 (Syracuse Munic. Ct. 1942) reversed on other grounds 267 
App. Div. 1032, 48 N.Y.S.2d 242 (4th Dep't 1944). A conditional sales con- 
tract and note were involved in M. & M. Securities Co. v. General Motors 
Accept. Corp., 230 Mo. App. 900, 79 S.W.2d 521 (1935), but no stress was 
laid on the presence of the note in deciding for the retail financer. 

™ The requirement invites us to a factual inquiry: What are the ex- 
pectations of assignor and assignee? Do they contemplate that the buyer's 
equities of defense will be cut off upon transfer to a bona fide assignee? (The 
answer may be “yes” if the conditional sales contract contains a “cut off” 
clause.) Do they anticipate that the assignee will acquire rights superior to 
the equity of ownership of prior claimants, e.g., the wholesale financer? It is 
doub whether the parties have any considered judgment in this regard. 
It is also doubtful whether any customary practice or understanding on this 
subject exists. Quare, to what extent do the facts of each case bear upon the 
question? The fact, for example, that the dealer used the assignee’s condi- 
tional sales contract form, and the assignee was a specific assignee named in 
the printed form? See General Motors Accept. Corp. v. Associates Discount 
Corp., 38 N.Y.S.2d 972 (Syracuse Munic. Ct. 1942). 

8 Gilmore, The Commercial Doctrine of Good Faith Purchase, 63 YALE 
L.J. 1057, 1103 (1954) states: “A ‘customary’ manner of transferring such 
paper is by indorsement and delivery, so that, if the interpretation suggested 
in the preceding paragraph is sound, the answer is Yes.” But is more in- 
volved in the term? See Citizens National Bank v. Conger, 176 Misc. 1048, 
29 N.Y.S.2d 65 (Sup. Ct. 1941). 
c - ay B.C.S. Corp. v. Colonial Discount Co., 8 N.Y.S.2d 65 (N.Y. City 

t. ° 
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When 9-1 (a) is considered in context with 9-1 (b), the intent to 
include conditional sales contract seems clearer. In fact, 9-1 (b) 
deals with “documents” as well. It may be that 9-1(b) standing 
alone suggests the answer to our problem. Note that the coverage 
of 9-1(b) literally includes non-negotiable as well as negotiable 
documents. 

Summarizing the pros and cons of the matter, a skillful analyst 
of the law commented in 1954: “A reasonably prudent lawyer, if 
such there be, might not be too far off if he concluded that the 
arguments are almost evenly balanced.” And as for the cases, he 
said 


It might not be reasonable to expect that the courts, which 
have been industriously denying that conditional sales contracts 
were negotiable or could be made so by contractual stipulation 
where defenses were involved, would do the same thing for 
equities of ownership. Some courts have done exactly that. 
On the whole, however, the results to date have been incon- 
clusive. In the trust receipt cases, there has been no square 
holding that the resulting conditional sales contracts pass free 
of of equities under the ‘as if negotiable’ language of the Act. 
e other hand the purchaser of the contract has been 
protected against the wholesale financer quite as often as he 
as lost to him. On the cases alone, it would take more than 
an eagle-eyed observer to declare a trend. The courts are hesi- 
tating here, as they are not in the consumer cases, inarticulately 
feeling, it may be, that the reason which leads them to preserve 
the consumer defense does not justify the same result in the 
equity cases.127 


Since that time, however, at least two recent decisions have ap- 
plied 9-1(a).128 One court has observed that: 


It is the common practice for banks and finance companies to 
finance the retail sale of automobiles by taking assignments 
from the dealer of conditional sales contracts and notes. This 
was the practice of the eae in the present case. Such con- 
tracts and notes in the form here used are purchased and sold 
as if negotiable, and the plaintiff acquired the same in the 
customary manner and in the ordinary course of business in 
good faith and for value, and it comes within the protection 
of Personal Property Law, § 58-a, Subd. 1, and its holds its — 
title free from the entruster’s interest.1?° 





** Gilmore, op. cif. supra note 125 at 1104. 

*%8 Gen. Credit Corp. v. First National Bank, 74 Wyo. 1, 283 P.2d 1009 
Snag applying 9-1 (a) and 9 (2) (a) and (2) (c); Citizens Bank v. Bev- 
erly Fin. Co., 127 Cal. App. 2d 835, 273 P.2d 714 (App. Dep't 1954). 

Citizens Bank v. Beverly Fin. Co., 127 Cal. App. 2d 835, 273 P.2d 714 
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It follows that even though the conditional sales contract was 
created by the dealer in a sham sale, 9-1 (a) as interpreted might 
give the assignee of the paper protection against the entruster, if 
the assignee is a bona fide purchaser for value. 

Obviously, the conclusions of these recent cases do not flow in- 
evitably from the language of UTRA. The statutory language of 
UTRA merely provides the platform upon which the judges can 
go through substantially the same mental motions that they went 
through in the non-UTRA cases.1*° 


(App. Dep't 1954). But see: Canandaigua Nat. Bank & Trust Co. v. Com- 
mercial Credit Corp., 285 App. Div. 7, 135 N.Y.S.2d 66 (4th Dept. 1954), 
reversing 204 Misc. 946, 126 N.Y.S.2d 316 (Sup. Ct. 1953). 

The financial risks in wholesale car financing, and the consequent im- 
portance of the legal aspects of floor planning, are suggested by the follow- 
ing: (1) wholesale losses in Wisconsin have been quite low. Wholesale losses 
and recoveries reported by sales finance companies applying to the Secretary 
of Banking for licenses under Wis. Stat. § 218.01 aggregate in the neigh- 
borhood of: 





Losses Recoveries 
PR ane. $ 9,648 $ 1,833 
gee Ee. 9,386 4,050 
ee aes 75,696 17,652 
_ seer 34,700 17,652 
18,290 1,023 
eee 29,606 1,023 


Bradstreet, Inc., reports the following: 
FAILURES OF ee yee DEALERS 


Year Number Liabilities Year Number Liabilities 
1934 146 $ 6,361,000 1946 9 502,000 
1935 141 3,299,000 1947 23 1,071,000 
1936 132 2,651,000 1948 27 3,746,000 
1937 171 3,642,000 1949 174 5,596,000 
1938 323 7,609,000 1950 110 3,417,000 
1939 185 3,205,000 1951 80 2,881,000 
1940 146 2,258,000 1952 88 3,577,000 
1941 151 2,060,000 1953 219 13,118,000 
1942 144 2,293,000 1954 246 15,246,000 
1943 23 348,000 1955 151 7,343,000 
1944 11 164,000 1 211 14,788,000 
1945 402 


8 000 
Source: Dun & Bradstreet, Inc. This record includes those businesses 
that ceased operations following assignment or bankruptcy; ceased with loss 
to creditors after such actions as execution, foreclosure, or attachment; vol- 
untarily withdrew leaving unpaid obligations; were involved in court actions 
such as receivership, reorganization, or arrangement; or voluntarily com- 
promised with creditors. 

The numerical significance of the above figures may be appraised by 
considering that in 1955 there were some 44,386 car and truck dealers in 
the United States: AutromopiLte MANUFACTURERS ASSOCIATION, AUTOMOBILE 
Facts AND Ficures 68 (36th ed. 1956). (3) Net operating profits for car 
dealers have been low in recent years. National Automobile Dealers As- 
sociation — net operating profits, including re sion reserve of 
6% for 1954 (the lowest since 1939), 1.7% for 1955 and 8% for 1956. 
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In CONCLUSION 


In the area of wholesale financing of cars, law, practice and 
need are not always in harmony. UTRA, the chief legal setting, 
leaves much to be desired in terms of affording a practicable means 
for the fulfillment of legitimate commercial purposes. 

First, there is the fact that some of UTRA’s provisions are ob- 
scurely written. A commercial law should not need cryptographic 
analysis. But second and more important, there are policy or prac- 
tical objections to many of the provisions of UTRA. In relation 
to actual practice, do these provisions make sense: (1) Sellers are 
disqualified as entrusters under UTRA. But G.M.A.C., the largest 
sales finance company, is a wholly owned subsidiary of G.M. Why 
not allow conditional sellers for resale and consignors to qualify 
directly? (2) The act requires that each trust receipt transaction 
be evidenced by a separate writing. Another provision seems to 
say that a contract to give a trust receipt will suffice only if delivery 
comes from the entruster, and not from the manufacturer. The 
requirement of separate trust receipts has led to the meaningless 
hocus-pocus or having some one (usually an employee or the financ- 
er) exercise a power of attorney to sign a note and trust receipt for 
the dealer. Under UTRA, the safe practice is to synchronize the 
execution of the trust receipt with the transaction. But is the legal 
requirement needless obstructionism? Why not provide that an 
underlying agreement that the security interest will attach to all 
cars financed will be sufficient? (3) UTRA seems to prohibit cross- 
over security clauses, cars on one trust receipt cannot be made 
security for obligations other than the one behind the particular 
trust receipt. But more than one car is frequently covered in a 
single receipt, and is made security for the entire advance made on 
all cars covered by the receipt. Should not the crossover security 
right be extended to cover all trust receipt transactions between 
the financer and the dealer? (4) The standard version of UTRA 
limits the trust receipt transaction to new acquisitions for purposes 
of sale. Why so? Why not include financing of existing stock? 
Why not permit financing of inventory held for use (demonstrator 
cars) and for rental (Drive-It-Yourself)? (5) Buyers in the ordinary 
course of trade are broadly protected under UTRA. Reputable 
people in the finance business approve of this protection. But some 





iS ysetien Averages for Automobile Retailing Industry, National Automobile 
alers Association, 1954, 1955, 1956). There are, therefore, potentials of 
dealer default which should motivate wholesale financers to pay some at- 
tention to the legal aspects of floor planning. 
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judicial interpretations of title certificate laws have stripped the 
buyer of protection against a wholesale financer. This damage 
should be undone, by clarifying amendment of UTRA or the title 
certificate law, in states affected. (6) UTRA permits a 30 day secret 
security interest. There is no real need for this in floor planning. 
Good practice dictates that the statement be filed at the inception 
of relations. (7) The rule of Benedict v. Ratner should be expressly 
repealed or qualified, to firm up the entruster’s rights to remaining 
entrusted assets and proceeds, where strict accounting of all pro- 
ceeds is not required of the dealer. (8) Provision should be made 
for continuation of the security interest for a reasonable period 
beyond one year, where there is no refiling. 

The ultimate question emerges: is UTRA worth saving? Or 
should it be scrapped? 

The Uniform Commercial Code is by no means a dead proposal. 
It has been enacted in Pennsylvania. The Editorial Board has re- 
cently come forth with another draft. 

Article 9 of the Code would abolish the old distinctions be- 
tween chattel mortgage, conditional sale, trust receipt and the like 
and substitute a general security interest in personal property 
(with situational variations). It would be possible for an agreement 
to provide for a security interest on present and future assets to 
secure present and future advances. A single filing would suffice 
to protect a course of dealing. Financing with inventory as security 
would be much freer under the Code than under UTRA. Sellers 
as well as lenders could qualify. Old stock as well as new could be 
collateralized, and property held for use or rent. It would be pos- 
sible to have a floating charge. A car dealer would be wise, how- 
ever, not to tie up all of his personal property in wholesale financ- 
ing. But contract, rather than legal limitations, would govern. 

In good times like the present, when defaults are few, a discus- 
sion of the law of secured interests in dealer wholesale may seem 
to financers like tilting with a windmill on a day when the air is 
too weak to turn the wheel. If such indifference exists, may it 
remain unabashed by events.1*+ 





™ Just before the galley sheets of this article were returned to the 
printer, Homer Kripke’s article was received. [Kripke, Inventory Financing of 
Hard Goods, U. Itt. L. Forum 580 (1956).] His article contains a lucid and 
penetrating analysis of many of the topics treated in my article, and other 
matters I have not treated. tt is must reading for all those interested in the 
area. 














Products Liability Insurance 


SuEL O. ARNOLD* 


Products liability insurance has only recently come of age. It 
was but cautiously and hesitantly written shortly before the mid 
twenties as the result of demands for protection by manufacturers 
who wanted to retire from their former status as self-insurers.' 
One of the policies which provide for products liability coverage 
is the Comprehensive Liability Policy, now approximately in its 
sixteenth year. 

A modern day economy largely dependent upon automation 
has made it imperative for individuals and corporations to obtain 
adequate insurance protection against claims for damages growing 
out of the use of the products which they manufacture and sell. 
Insurance, both as to amount and extent of coverage, ade- 
quate ten years ago, will not provide sufficient protection in 
these days of spiraling costs and increasingly large jury verdicts. 
The coverage afforded by an insurance policy has always been a 
matter of concern to the defense lawyer. Now, it is a matter of 
greater importance to management and its counsel to determine 
the necessary coverage before any accident or catastrophe occurs. 

Because of the format of the insurance policies themselves and 
the necessity in many cases for endorsements, the impression has 
been created among the members of the bar, and unfortunately 
among the members of the bench, that a products liability policy 
is comprehensible only by experts. The Circuit Court of Appeals 
for the 7th Circuit focused attention on the problem of interpreta- 
tion of a products liability insurance policy when it said in a 
1955 decision:? 


The true meaning of the policy is difficult to determine. An 
examination of it involves a Feuer effort of no mean pro- 
portions. Starting out with three printed pages, the first of 





*LL.B. 1924, University of Wisconsin; Assistant Attorney General, State 
of Wisconsin, 1924-30; Fellow, American College of Trial Lawyers; Practicing 
attorney, Dougherty, Arnold, Philipp & Murray, Milwaukee, Wisconsin. 

Miller, Liability of a Manufacturer for Harm Done By a Product, Proc. 
Am. B. Ass’N., Section of Insurance Law 67, 75 (1951). 

* Ocean Accident & Guarantee Corp. v. Aconomy Erectors, 224 F.2d 242, 
247 (7th Cir. 1955). 
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which consists largely of a form which is filled in on a type- 
writer, the reader is confronted also with six physically at- 
tached supplements, or riders, inconveniently assorted into dif- 
ferent sizes. If he is possessed of reasonable physical dexterity, 
coupled with average mental capacity, he may then attempt 
to integrate and harmonize the dubious meanings to be found 
in this not inconsiderable package. A confused attempt to set 
forth an insuring agreement is later assailed by such a bewilder- 
ing array of exclusions, definitions and conditions, that the 
result is confounding almost to the point of untelligibleness. 
[sic] To describe the policy as ambiguous is a substantial un- 
erstatement. . . . Guided by these rules, it might reasonably be 
claimed that there emerges through the confusing language 
and the shapeless masses of words before us, an intention to 
protect Aconomy from the commonplace risks incidental to 
the business of a construction contractor. . . 


The remarks of Judge Schnackenberg emphasize the duty of the 
insurance bar, trial counsel and house counsel alike, to describe 
the products liability coverage in terms readily understood by those 
who are not specialists in the insurance field. In this article, we 
shall attempt to outline the salient features of a products liability 
policy, leaving to others the task of providing the details. We shall 
continually attempt to be objective, bearing in mind the statement 
recently made by an eminent authority in the insurance field that 
“policy questions are tiresome.”* But whether tiresome or not, as 
this authority has stated, defense attorneys and house counsel owe 
it to the people they represent to recognize policy coverage ques- 
tions and to see to it that their clients secure and pay for the 
coverage they need. 


TYPES OF INSURANCE POLICIES PROVIDING 
Propucts LIABILITY COVERAGE 


At the threshold of our study of products liability coverage in 
an insurance policy, the first question which arises is: In what 
type of insurance policy will we find products liability coverage 
provided? In general, there are five types of insurance policies 
which provide products liability coverage: Comprehensive Liabil- 
ity policies; Manufacturers’ and Contractors’ Liability policies; 
Owners’, Landlords’ and Tenants’ policies; Schedule Liability 
policies; and Garage Liability policies. There is, in addition, a 
special policy covering products liability of a druggist. This policy 
we will discuss later under a different heading. 

The Comprehensive General Liability Policy has been drafted 





* Risjord, Underwriting Intent, 7 FEDERATION OF Ins. CounsEt J. 41 (1940). 
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to provide coverage generally for all risks except where coverage 
is excluded. Coverage is usually provided under the title “Insur- 
ing Agreements”. Ordinarily, coverage A of the insuring agree- 
ments obligates the insurance company to pay the sums which the 
insured shall become liable to pay as damages because of bodily 
injury, sickness or disease sustained by any person. Coverage B of 
the insuring agreements ordinarily obligates the insurance company 
to pay the sums which the insured shall become liable to pay as 
damages because of injury to or destruction of property. 

The Manufacturers’ and Contractors’ Liability Policy, the Own- 
ers’, Landlords’ and Tenants’ Policy, and the Schedule Liability 
Policy contain coverage provisions similar to coverages A and B 
under the General Comprehensive Policy, but conclude the cover- 
age provisions with the words “arising out of the hazards herein- 
after defined.” In these three policies the hazards are usually de- 
fined in the main body of the insurance policy as a part of the 
insuring agreements. These provisions may be contrasted with 
the provisions of some forms of Druggists’ policies which, in the 
first item of the insuring agreements, insures against bodily injury, 
sickness, disease or injury to property, all in one paragraph. 

In the General Comprehensive Liability policies, the hazards 
insured against usually are found in a separate sheet which is 
sometimes entitled “Declarations”. In other policies, the hazards 
are enumerated in a sheet which contains the name of the insured, 
and then describes the hazards. The general form of the description 
of the hazards and amounts of insurance appears in the opinion in 
Ocean Accident & Guarantee Corp. v. Aconomy Erectors. We 
suggest the use of this form in connection with reading this article 
in order to provide a clearer understanding of the discussion that 
follows. 


GENERAL COVERAGE AFFORDED BY INSURANCE POLICIES 
Wuicu INsuRE AGAINST PRopucts HAZARDs 


This article, as the title suggests, deals primarily with products 
liability insurance. The provisions of such insurance policies, how- 
ever, are such as to require a brief description of the entire cover- 
age afforded. 

The Comprehensive Liability Policy, or General Liability Policy, 
usually provides coverage for five different hazards. The first hazard 
insured against is: “Premises-Operations.” Usually there is a 
space for a description of the area embraced within the term “Prem- 


*224 F.2d 242, 243 (7th Cir. 1955). 
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ises.” There is also a space for the applicable rate and the premium 
to be charged. The second hazard insured against is “Elevators.” 
The third hazard insured against is usually “Independent Contrac- 
tors.” The fourth hazard insured against is “Products,” which, in 
express terms, May contain a statement to include “completed op- 
erations.” The fifth hazard insured against is “Contracts” or “Con- 
tractual.” 

The first hazard enumerated, ‘“Premises-Operations,”’ indicates 
the scope of the coverage. It insures against operations conducted 
upon the premises of the insured which are the premises described 
in the policy. Where operations are conducted off of the premises 
owned by the named insured, an appropriate description should 
be given to indicate the locality or territory where the operations 
will be conducted.® 

The second hazard insured against is “Elevators.” This coverage 
applies to injuries or damages caused by the operation of elevators.* 

The third hazard insured against is “Independent Contractors.” 
The title of this coverage indicates its scope.’ 

The fourth hazard insures against liability for “Products-Com- 
pleted Operations.” This coverage we will shortly discuss in detail. 

The fifth hazard insured against is “Contracts” or “Contractual” 
as defined. Some policies, such as the Owners’, Landlords’ and Ten- 
ants’, and Manufacturers’ and Contractors’ policies, enumerate the 
type of agreements included in this hazard: (1) lease of premises; 
(2) a sidetrack agreement; (3) an elevator or escalator maintenance 
agreement; (4) an easement agreement in connection with railroad 
grade crossings; (5) an agreement required by municipal ordinance 
in connection with work for a municipality. 

Some policies, such as Comprehensive policies, do not contain 
any enumeration of the contracts included under the term “Con- 
tractual”. Such contracts must be enumerated in an endorsement 
to the policy. 

We refer to contractual coverage because most of the insurance 
policies which provide coverage for products liability contain a 
provision that a warranty of goods or products is not a contract 
within the meaning of the fifth hazard, “Contractual.” 





*Employers’ Liability Corp. v. Youghiogheny & O. Coal Co., 214 F.2d 
418 (8th Cir. 1954), a case where coal was loaded on a railroad car in Wis- 
consin and a door of the car fell and injured a person in Minnesota. 

*Refined Syrups & Sugars Inc. v. Travelers Ins. Co., 136 F.Supp. 907 
(S.D.N.Y. 1954). 

"Duke Power Co. v. Indemnity Ins. Co., 229 F.2d 588 (4th Cir. 1956). 
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HAPPENINGS INSURED AGAINST BY THE 
Propucts LIABILITY HAZARD PROVISION 


It will conduce to clarity and simplification first to consider the 
happenings which are insured against. Is the coverage of the policy 
confined to the results of an accident, or does the policy afford 
coverage for an occurrence? 

Most of the insurance policies providing products liability cover- 
age contain the following provisions with reference to bodily injury 
and property damage: 

Coverage A—to pay on behalf of the insured all sums which 
the insured shall become legally obligated to pay 
as damages because of bodily injury, sickness or 
disease, including death at any time resulting 
therefrom, sustained by any person caused by 
accident. 


Coverage B—to pay on behalf of the insured all sums which 
the insured shall become legally obligated to 
pay as damages because of injury to or destruc- 
tion of property, including the loss of use there- 
of, caused by accident. 


Generally speaking, there is an added phrase, as we have pointed 
out, following the word “accident” which adds “and arising out 
of the hazards hereinafter defined.” 

We shall make no attempt to analyze or reconcile the decisions 
which have interpreted the word “accident.” Two excellent dis- 
cussions on the subject have appeared recently. There are a few 
cases which may serve as guide posts in making a detailed study. 
The majority of the decisions apply the usually accepted meaning 
of the term “accident”, that is, mishap.® 

In Cross v. Zurich General Accident and Liability Insurance 
Corp.,° a window washer spilled hydrofluoric acid on windows of 
a building while cleaning the windows. The acid etched the win- 
dows. The court permitted recovery on the theory that the damage 
was caused by accident. 

In Beryllium Corp. v. American Mutual Liability Insurance 
Company," employees of the corporation had metal particles of 
beryllium in their clothes. The wives of the employees handled the 





* Report of Casualty Committee, International Association of Insurance 
Counsel, 23 Ins. Counset J. 33 (1956); Wheeler, “Caused by Accident” as 
Used in Comprehensive Liability Policies, 1956 Ins. L.J. 87. 

*George W. Deer & Son v. Employers Indemnity Corp., 77 F.2d 175 
(7th Cir. 1935). 

* 184 F.2d 609 (7th Cir. 1950). 

"223 F.2d 71 (3rd Cir. 1955). 
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clothes and particles entered their lungs, causing death. The court 
held that the deaths were caused by accident. 

In Kuckenberg v. Hartford A & I Company, a contractor en- 
gaged in blasting operations knew that the blasting operations 
would result in damage to a railroad track. The court held that 
the damages were not caused by accident. 


Some of the recent comprehensive liability policies provide cov- 
erage on an occurrence basis. These policies generally take one of 
two different forms. One type of policy provides coverage on an 
occurrence basis only for personal injuries or death, but restricts 
the coverage for property damage to an accident. Other policies 
provide for coverage on an occurrence basis for both personal in- 
juries and property damages. 

Some of the insurance policies, in order to provide coverage on 
an occurrence basis, simply omit the words “caused by accident” 
in the A and B coverage provisions. Many of the policies affording 
coverage on an occurrence basis substitute the word “occurrence” 
in various parts of the policy instead of the words “caused by acci- 
dent”. With the exception of an endorsement, which we will short- 
ly discuss, all of the policies which we have examined restrict cov- 
erage for the products hazard to damages caused by accident. 


None of the policies which we have seen define the term “occur- 
rence” with the exception of the policies issued by one company 
to which an endorsement is attached. The endorsement provides 
that the words “caused by accident” as used in the policy shall be 
deleted, and the word “occurrence” shall be substituted for the 
word “accident” wherever else it appears in the policy. The word 
“occurrence” is defined in the endorsement to 


mean either an accident or a continuous repeated exposure 
to any condition resulting in an injury during the policy 
period, except exposure to a condition created, induced or 
allowed to exist by the insured after it is evident that bodily 
injury, sickness, disease or death may result from continued 
exposure to such condition." 


We think that the language used in this endorsement might well 
constitute a definition of the term “occurrence”. A similar defini- 





% 226 F.2d 225 (9th Cir. 1955). See Annot., 166 A.L.R. 469 (1947). 

* The endorsement further provides that such injury, sickness, disease or 
death caused by continuous or repeated exposure to substantially the same 
conditions shall be deemed to tt from one occurrence, and, lect to the 
=—_ person” limit, the “each accident” limit of bodily injury liability shall 
apply. 
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tion is contained in the Louisiana standard endorsement." 


We shall not attempt to muddy the waters by proposing a defini- 
tion of the word “occurrence.” We do suggest, however, that where 
a contractor knows that blasting operations will damage a railroad 
track, an insurance company which insures against damage caused 
by an occurrence does not provide coverage by its policy..°5 We 
are further of the view that where a land owner constructs a build- 
ing partially on his neighbors land, the insurance company which 
issued a policy covering an “occurrence” should not be liable in a 
mandatory injunction action to remove the encroachment." 


THE GENERAL SCOPE OF THE COVERAGE 
AFFORDED BY THE PRopuCcTs HAZARD PROVISION 


Most of the insurance policies which provide coverage for 
products liability hazards read in part as follows: 


Products Hazard. The terms ‘products hazard’ means 

(1) goods or products manufactured, sold, handled or dis- 
tributed by the named insured or by others trading 
under his name, if the accident occurs after possession 
of such goods or | powwow has been relinquished to 
others by the named insured or by others trading under 
his name and if such accident occurs away from prem- 
ises owned, rented or controlled by the named insured 
or on premises for which the classification stated in divi- 
sion (a) of the declarations excludes any part of the 
foregoing; provided, such goods or products shall be 
deemed to include any container thereof, other than a 
vehicle, but shall not include any vending machine or 
any property, other than such container, rented to or 
located for use of others but not sold; 


(2) operations, if the accident occurs after such operations 
have been completed or abandoned and occurs away 
from premises owned, rented or controlled by the named 
insured; provided, operations shall not be deemed in- 
complete because improperly or defectively performed 
or because further operations may be required pursuant 
to an agreement; provided further, the following shall 
not be deemed to be ‘operations’ within the meaning 





“ Snow, Occurrence orgs Accident—Just What Is Covered, 21 Ins. 
Counsel J. 30, 37 (1954). The author calls attention, at page 37, to the view 
of the National Bureau of Casualty Underwriters on the scope of the word 
“oc ce”. 

* Kuckenberg v. Hartford A. & I. Company, 226 F.2d 225 (9th Cir. 1955). 

* Hardware Mutual Casualty Co. v. Gerrits, 65 So.2d 69 (Fla. 1953); 
Aetna Casualty & Surety Co. v. Hanna, 224 F.2d 499 (5th Cir. 1955); Des- 
rochers v. New York Casualty Co., 99 N.H. 129, 106 A.2d 196 (1954). 











436 WISCONSIN LAW REVIEW [Vol. 1957 


of this paragraph: (a) pick-up or delivery, except from 
or onto a railroad car, (b) the maintenance of vehicles 
owned or used by or in behalf of the insured, (c) the 
existence of tools, uninstalled equipment and abandoned 
or unused materials and (d) operations for which the 
classification stated in division (a) of the declarations 
specifically includes completed operations. 


Some policies provide coverage for goods or products manufactured 
in the form of the provisions in the policy involved in Ocean Acci- 
dent & Guarantee Corp. v. Aconomy Erectors." The insuring pro- 
vision in a typical Druggists’ Policy provides for products liability 
in somewhat different language.*® 

Some policies, particularly Owners’, Landlords’ and Tenants’ 
policies, contain a provision insuring premises alienated by the 
named insured, after he relinquishes possession, provided the 
premises were not constructed by the named insured for the pur- 
poses of sale. These coverages we will deal with briefly in a later 
subdivision of this article. 

We will now proceed to discuss the two main subdivisions of 
the products liability coverage in the order in which they appear 
in the policies. 


THE Score oF COVERAGE AFFORDED BY 
THE Propucts HAZARD PROVISION AS IT 
APPLIES TO GOODs AND PRODUCTS 


(1) The term “products hazard” applies in the first place, to goods 
or products manufactured, sold, handled or distributed by the 
named insured. If such goods cause injuries or damages, the in- 
sured is protected. It is important to remember, however, that the 
goods themselves are not covered by the insurance policy. 

The term “handled” as used in the policy provision has given 
rise to some difficulty. In Employers Mutual Liability Insurance 
Company v. Underwriters at Lloyd’s,” the insured negligently 
loaded a freight car with rolls of paper. The truck driver unload- 
ing the freight car was killed by the roll of paper. The court held 





* 224 F.2d 242 (7th Cir. 1955). 

* To pay on behalf of the insured all sums which the insured shall be- 
come legally obligated to pay as damages because of bodily injury, sickness 
or disease, including death at any time resulting therefrom, sustained by any 
person or injury to or destruction of property, including the loss of use thereof, 
arising out of the handling or use of or the existence of any condition in 
drugs, medicines, or other goods and products prepared, sold, handled or 
distributed by the named insured at or from the premises if the injury occurs 
after the named insured has relinquished possession thereof to others. 


”177 F.2d 249 (7th Cir. 1949). 
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that the roll of paper was handled by the insured and permitted 
recovery under the policy. 

In Selective Logging Company v. General Casualty Company,”° 
the insured company, which was in the logging business, loaded 
logs belonging to a plywood company onto a railroad car. The car 
was then moved several hundred yards from the insured’s premises. 
While the car was not in motion, the logs rolled off, striking and 
killing a railroad brakeman. A wrongful death action was com- 
menced by the representatives of the brakeman against the railroad, 
which filed a third-party complaint against the insured. The 
insured was charged with negligent loading of the logs and indem- 
nity was sought for all damages which might be allowed against 
the railroad. The defense of the third-party action was tendered 
to the insurer which denied liability. 

The insured settled the action against it and brought an action 
against the insurer to recover the amount of the settlement and 
attorney’s fees. The trial court entered judgment dismissing the 
action upon the ground that the insured handled the logs within 
the meaning of an exclusionary endorsement that the policy did 
not apply to liability arising out of handling any article or product. 
Upon appeal, the Supreme Court reversed the decision of the trial 
court. The court held that transportation of the logs did not con- 
stitute handling. 

In Liberty Mutual Insurance Company v. Hercules Powder Co.,? 
the court held that an aluminum tube which Hercules had pur- 
chased and had modified by squaring the ends and plugging them, 
which the company used for experimental purposes, and which 
exploded and caused deaths, injuries and property damage while 
being worked on by another company off the premises of Hercules, 
was not within the term “goods handled by named insured” in an 
exclusion clause in a general liability policy. The court cited a 
number of cases holding that products were handled within the 
meaning of the products liability provision. 

(2) Products liability coverage applies only after possession has 
been relinquished. For example, a grocery store sells a case of 
soda pop to a customer. The grocer carries the soda pop toward 
the automobile of the purchaser. The soda pop explodes and 
causes personal injuries and property damage. The grocer’s prod- 
ucts liability policy does not apply because the grocer has not re- 
linquished possession of the soda pop which caused the damage. 


* 301 P.2d 535 (Wash. 1956). 
™ 224 F.2d 293 (3d Cir. 1955). 
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(3) The products liability coverage applies only where the acci- 
dent or occurrence happens away from the premises described in 
the policy. Not only must the accident or occurrence happen after 
possession is relinquished, but the accident or occurrence must 
take place off the premises of the insured. Pursuing our soda pop 
example one step further, suppose the grocer relinquishes possession 
of the soda pop to the customer, but before the customer leaves the 
grocer’s premises, the soda pop bottle explodes. There is no cover- 
age under the products liability provision because the accident or 
occurrence did not take place off the premises of the insured. 

A caveat at this point is in order. Every insured should make it 
a point to examine his liability policies to be sure that his premises- 
operations and products liability coverages have been provided by 
the same insurance company. If he has premises-operations cover- 
age in one company and products liability in another company, 
he may find himself a participant in a dispute between the two 
insurance companies, each of which contend that the other is 
liable. 

The Druggists’ Policy, in contrast with the other liability policies, 
provides for coverage to the druggist after he relinquishes possession 
of the article, whether the accident or occurrence takes place upon 
his premises or off the premises. 

(4) Products liability coverage applies to the container of the 
goods, provided the container is not a vehicle. Referring again to 
our case of soda pop as an example, injuries or damages inflicted 
by the case itself, as distinguished from the bottles in the case, are 
covered by the products liability provision. If, however, a truck 
in which a load of sugar beets were being transported caused injury 
or damage, the vehicle itself would not constitute a container. 

(5) Products liability coverage does not apply to vending ma- 
chines or other property, other than a container, rented to or 
located for use of others but not sold. A manufacturer of vending 
machines, who does not sell the machines, but rents them or places 
them for use of others, has no protection under the products liabil- 
ity provision if the machine causes injuries or damages to others. 
In order to obtain coverage, the manufacturer should secure a 
vending machine endorsement to his policy. 

(6) The goods and products section of the products hazard pro- 
vision contains an exception to the provision requiring the accident 
or occurrence to take place away from premises owned, rented or 
controlled by the named insured. If there is a statement in the 
premises-operations section of the declarations of the policy that 
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the provisions of the goods and products division of the products 
hazard liability provision shall not apply to certain premises owned, 
rented or controlled by the named insured, then if the accident or 
occurrence takes place on such described premises, there will be 
coverage afforded. 


THE SCOPE OF COVERAGE AFFORDED BY 
THE Propucts HAZARD PROVISION AS IT APPLIES 
To COMPLETED OPERATION 


(1) Coverage is afforded under the completed operations divi- 
sion of products hazard only where the accident or occurrence 
takes place after the operations have been completed or abandoned. 
For example, the insured is a plumber, who is called to a residence 
to install a lavatory. He completes the work and later, because of 
his negligence, the lavatory causes property damage. The plumber 
is covered because the operations have been completed. 

A number of interesting questions have arisen in connection with 
the definition of completed operations. For example, in Reed 
Roller Bit Company v. Pacific Employers Insurance Co.,?* a sales- 
man sold an abrasive wheel and represented it would work on the 
employer’s machine. While an employee operated the wheel, it 
disintegrated. Because of the representations made, the court held 
that the operations had not been completed. 

In Hardware Mutual Casualty Company v. Schantz,* a hoist was 
being repaired, but actually the repairs had not been entirely com- 
pleted. The court held that the operations had not been completed. 

In U. S. Sanitary Specialties Corp. v. Globe Indemnity Co.,7* a 
salesman demonstrated wax in a court house. He did not remove 
the wax. Later, a person in the court house slipped, fell and was 
injured. The insurance policy provided coverage for premises- 
operations, but not for products liability. The court held that the 
operations had been completed and since there was no coverage 
for completed operations there could be no recovery under the 
policy. 

(2) Coverage is afforded only where the accident or occurrence 
takes place away from premises owned, rented or controlled by the 
named insured. This provision makes the coverage the same with 
reference to location as coverage for goods and products. 

(3) Operations are deemed completed even though the work is 
improperly or defectively performed and even though further op- 

* 198 F.2d 1 (5th Cir. a 
1). 


* 186 F.2d 868 (5th Cir. 1 
“204 F.2d 774 {7th Cir. 1953). 
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erations are contemplated pursuant to agreement. Referring again 
to the example involving the plumber, if in addition to putting 
in a lavatory, the plumber had agreed to put in a bathtub two or 
three months later, there would still be coverage for the damages 
caused by the defectively installed lavatory. 

(4) The completed operations provision contains a number of 
exclusions: 


(a) pick-up and delivery operations; 

(b) maintenance of vehicles; 

(c) accidents or occurrences resulting from tools, uninstalled 

equipment or abandoned or unused equipment. 
There is no necessity for further comment with respect to these 
exclusions. 

(5) Completed operations includes pick-up and delivery from 
or onto a railroad car. We have not been able to determine why 
such operations constitute completed operations, but the policy 
provisions are clear that such pick-up and delivery do constitute 
completed operations. 

(6) The policy expressly provides that operations which might 
otherwise be excluded from the coverage afforded by premises- 
operations will be included under premises-operations, not under 
products liability, either on account of the products themselves or 
completed operations, provided there is an appropriate declaration 
in the premises-operations provision specifically including such 
completed operations. This is particularly important where there 
is no products liability coverage and where there are items which 
but for the enumeration in the premises-operations provision might 
be controversial and result in litigation. 


THE Poticy PERIOD AND THE 
TERRITORIAL LIMITS OF THE POLICY 


The policy takes effect at 12:01 a.m. Standard Time at the 
address of the named insured as stated in the policy. The policy 
applies only to accidents or occurrences which take place during 
the policy period. It is important for the insured to continue his 
insurance in force because if the accident or occurrence takes place 
after the policy has expired, the insured will find himself without 
coverage. 

The policy affords coverage for accidents and occurrences which 
take place in the United States, its territories or possessions, and 
the Dominion of Canada. 
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THE EXTENT OF LIABILITY UNDER THE 
Propucts LIABILITY-COMPLETED OPERATIONS HAZARD 


Most of the insurance policies which afford coverage for products 
liability-completed operations state the limits of liability in the 
declarations which, as we have stated before, may appear either in 
the policy itself or in the declarations or descriptions of hazards 
listed on a separate sheet and attached to the policy. For example, 
the policy involved in Ocean Accident & Guarantee Corp. v. Acon- 
omy Erectors*® enumerates the limits under bodily injury liability 
for each person, each accident and the aggregate products liability. 
The declarations also enumerate the limits for property damage 
liability for each accident, for aggregate operations-premises, for 
aggregate products and for aggregate contractual. 

The usual products liability-completed operations policy explains 
the limits of liability under the caption “Limits of Liability” ap- 
plied to coverages A and B, and, under the other coverages of the 
policy in that part of the policy entitled “Conditions”. 

Most of the products liability-completed operations policies con- 
tain the following provision with reference to one lot of goods: 


Under . . . the definition of hazards all damages arising out 
of one lot of goods or products prepared or acquired by the 
named insured . . . shall be considered as arising out of one 
accident, 


and, where the policy affords coverage for an occurrence, the policy 
reads: “as arising out of one accident or occurrence”. 

Before the language now used in most of the policies was adopted, 
there was a question as to what constituted one accident or occur- 
rence. In the now famous case of St. Paul—Mercury Indemnity 
Company v. Rutland,* the insured’s truck derailed sixteen freight 
cars belonging to fourteen separate owners. The court held that 
the collision involved but one accident. 

The same principle had been earlier established in Denham v. 
La Salle-Madison Hotel Co.,?"7 which involved the La Salle-Madison 
Hotel fire. 

The Rutland case was followed in Tri-State Roofing Company 
v. New Amsterdam Casualty Company** and in the most recent case 
of Truck Insurance Exchange v. Rhode.?® In the latter case, the 





*% 224 F.2d 242 (7th Cir. 1955). 

* 225 F.2d 689 (5th Cir. 1955). 

* 168 F.2d 576 (7th Cir. 1948). 

* 139 F.Supp. 193, 197 (W.D.Pa. 1955). 
* 303 P.2d 659 (Wash. 1956). 











442 WISCONSIN LAW REVIEW [Vol. 1957 


insured operated an automobile which collided with three motor- 
cycles, inflicting serious injuries on the operators of the motorcycles. 
Upon the authority of the Rutland case, the court held that there 
was but a single accident or occurrence. 


PROPERTY IN THE CARE, CusToDy 
AND CONTROL OF THE INSURED 


All of the insurance policies which we have seen, which provide 
coverage for products liability-completed operations hazards contain 
a provision excluding coverage for damage to property in the care, 
custody or control of the insured. A few citations will give a gen- 
eral idea of the interpretation which the courts have applied to 
this exclusionary provision. 

In Boswell v. Travelers Indemnity Company,*° the insured con- 
tracted to repair a heat exchange unit which was firmly affixed to 
the owner’s realty. The Manufacturers’ and Contractors’ Policy 
covered boiler work by the insured, but excluded the liability of 
the insured for injury to or destruction of property owned, occupied 
or used by the insured, and property in the care, custody and con- 
trol of the insured. A unit was damaged while the insured tested 
it and the insurance company denied liability under the policy. 
The court permitted recovery against the insurance company and 
held that the property damaged was not in the care, custody or 
control of the insured within the exclusionary provision of the 
policy. 

In McLouth Steel Corporation v. Mesta Machine Company,” 
the court held that a machine which was the property of another, 
and which a sub-contractor’s employees were installing, was not 
property owned, occupied or used by, or in the care, custody or 
control of, the sub-contractor within the exclusionary clause in a 
liability policy. 

Great American Indemnity Company of New York v. Saltzman® 
was a freak case. There the insured entered a stranger’s airplane 
without permission for the purpose of inspection. In the course of 
his inspection, the plaintiff started the engine. Because the plaintiff 
did not know how to apply the brakes, the airplane started to 
move and crashed into a hangar substantially damaging the air- 
plane. The owner of the airplane brought an action against the 
insured. The insured tendered the defense to the insurance com- 
pany which refused to furnish a defense. The insured paid a judg- 

* 38 N.J.Super. 599, 120 A.2d 250 (1956). 
Cir. 1954). 


"214 F.2d 608 (3rd 
"213 F.2d 743 (8th Cir. 1954). 
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ment which the airplane owner secured, and then brought suit 
against the insurance company. The court held that the airplane 
was not used by and was not in the care, custody and control of 
the insured and permitted recovery. 

There are, of course, clear-cut cases where property is in the care, 
custody and control of the insured and where the exclusionary 
clause clearly applies. Such was the case in Wyatt v. Wyatt.’* In 
that case, the court held that an automobile loaned to the insured, 
and which was damaged while the insured used it, was “in charge” 
of the insured within an exclusionary provision of an automobile 
policy. There can be no quarrel with this decision. 

In L. L. Jarrell Construction Co. v. Columbia Casualty Com- 
pany,** however, the court held that a concrete retaining wall rup- 
tured by a bulldozer operated by a general contractor in back filling 
operations was in the care, custody and control of the general con- 
tractor within the meaning of a clause in his liability policy exclud- 
ing coverage for damage to property in the care, custody or control 
of the insured. We suggest that the insurance policy did afford 
coverage to the same extent as in the Boswell and McLouth Steel 
Corporation cases. 


How Propucts LIABILITy DEVELOPED 


We shall now trace the development of the law imposing liability 
for damages arising out of the use of goods and products. We shall 
discuss liability in terms of negligence, misrepresentations, and 
warranties, and we will also discuss the status of the retailer who 
sells goods and products in the original package in which he re- 
ceives them, and which he sells without any inspection. 

The history commences with the decision in Winterbottom v. 
Wright.*> In that case, the court held that the manufacturer, vendor 
or supplier of a chattel owes the duty of care only to the person or 
persons with whom he contracts.** Text writers generally cite this 
decision to the point that a manufacturer or vendor sustains no 
liability for negligence unless the injured party has a contractual 
relationship with the manufacturer or vendor.** 


* 239 Minn. 434, 58 py hing oa ‘eng 

“130 F.Supp. 436 (S.D.Ala. 1955 

*10 M. & W. *109, 152 in Rep. 402 (Ex. 1842). Professor James has 
made a comprehensive study of the on of = liability in his article 
Products Liability, 34 Tex. L. Rev. 192 (1955). 

* Miller, Liability of a P odher wknd for Harm Done by a Product, Proc. 
Am. B. Ass'n, Section of Insurance Law 67 (1951); BoHLEN, STuDIES IN THE 
Law OF Torts 76-77 (1926). Professor Bohlen characterizes Winterbottom v. 
Wright as “the much cited and generally misunderstood case.’ 

65 CJ.S., Negligence § 100 (1950). 
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In 1852 occurred the first crack in the manufacturers’ defensive 
wall of lack of privity between the harmed vendee and the manu- 
facturer. In Thomas v. Winchester,* the defendant had mislabeled 
a deadly poison. The court permitted recovery by the injured 
vendee. 

In 1903, the Circuit Court of Appeals for the 8th Circuit in 
Huset v. J. I. Case Threshing Machine Co.,°° speaking through 
Judge Sanborn, stated that there were three exceptions to the gen- 
eral rule exonerating a manufacturer from liability for harm done 
by a product:*° 


The first is that an act of negligence of a manufacturer or 
vendor which is imminently dangerous to the life or health of 
mankind, and which is committed in the preparation or sale 
of an article intended to preserve, destroy, or affect human life, 
is actionable by third parties who suffer from the negligence. 
. .. The second exception is that an owner’s act of negligence 
which causes injury to one who is invited by him to use his 
defective appliance upon the owner’s premises may form the 
basis of an action against the owner. . . . The third exception 
to the rule is that one who sells or delivers an article which 
he knows to be imminently dangerous to life or limb to 
another without notice of its qualities is liable to any person 
who suffers an injury therefrom which might have been reason- 
ably anticipated, whether there were any contractual relations 
between the parties or not... . 


In the Huset case, an employee of a farmer who had purchased 
a threshing machine from the defendant was injured. The court 
permitted recovery.** 

The monumental step in the development of the law occurred 
in 1916 when Chief Judge Cardozo of the New York Court of Ap- 
peals wrote the decision for the court in MacPherson v. Buick 
Motor Co.** In that great landmark of the common law, the pur- 
chaser of an automobile from a dealer brought suit against a manu- 
facturer for injuries sustained when a defective wheel collapsed. 
Allowing recovery, the court said:** 

If the nature of a thing is such that it is reasonably certain 


to place life and limb in peril when negligently made, it is 
then a thing of danger. 





"6 N.Y. 397 (1852). 
* 120 Fed. 865, 61 L.R.A. 303 (8th Cir. 1903). 


“ Id. at 870-871. 
“Reynolds, Products Liability Claims, 18 Ins. Counset J. 151 (1951). 
Compare Standard Oil Co. v. Murray, 119 Fed. 572 (7th Cir. 1902). 
217 N.Y. 382, 111 N.E. 1050 (1916). 
“ Td. at 389, 111 N.E. at 1053. 
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The latest substantial advance in the history of liability appears 
in Carter v. Yardley & Co.** In that case, the defendant sold per- 
fume which caused a rash on the user. The evidence showed that 
that plaintiff did not have an allergy, and that the perfume had 
the same effect on other users. The court permitted the plaintiff 
to recover. The court held that under the decision in the Mac- 
Pherson case, all dangerous things have been brought into the same 
class as the inherently dangerous things. This is the principle em- 
braced in the Restatement of Torts.*® 

Wisconsin law has developed substantially the same. From an 
early date, however, the Wisconsin courts have permitted an in- 
jured party to recover against a manufacturer or vendor with whom 
he had no contractual relationship. In Bright v. Barnett & Record 
Co.,*° a contractor built a scaffold which caused injury to an em- 
ployee of the purchaser. The court permitted recovery against the 
contractor by the representatives of the deceased.*7 

In Hasbrouck v. Armour & Co.,** the plaintiff was injured by a 
needle in a cake of soap. Recovery against the manufacturer was 
denied because the manufacturer did not know of the needle. 

In Haley v. Swift & Co.,4° a manufacturer sold contaminated 
sausage which made an infant ill. The court permitted recovery. 

In Coakley v. Prentiss-Wabers Stove Co.,°° a kerosene stove was 
defectively manufactured and while it was being used, it exploded. 
The injured person was permitted to recover against the manufac- 
turer. 

The Bright case was not followed in Zieman v. Kieckhefer Eleva- 
tor Mfg. Co.,5' which involved an injury on an elevator under con- 
struction.®? 

In Kerwin v. Chippewa Shoe Mfg. Co.,°* the defendant negli- 





“319 Mass. 92, 64 N.E.2d 693, 164 A.L.R. 559 (1946). See Prosser, 
Torts § 84 (2d ed. 1955). 

“ Section 395. See Miller, Manufacturers’ Product Liability Re-Visited, 23 
Ins. Counsex J. 175 (1956). 

“88 Wis. 299, 60 N.W. 418 (1894). See BoHLEN, STuDIEs IN THE LAW 
oF Torts 149, 153 (1926). 

“ The court cited and followed Schubert v. J. R. Clark Co., 49 Minn. 331, 
51 N.W. 1103 (1892), and Devlin v. Smith, 89 N.Y. 470 (1882). Compare 
Massey v. F. H. McGraw & Co., 233 F.2d 905 (6th Cir. 1956). Arthur v. 
Standard Engineering Co., 193 F.2d 903, 32 A.L.R.2d 408 (D.C. Cir. 1951). 

“139 Wis. 357, 121 N.W. 157 (1909). 

“152 Wis. 570, 140 N.W. 292 (1913). ; 

© 182 Wis. 94, 195 N.W. 388 (1923). 

90 Wis. 497, 63 N.W. 1021 (1895). 

See BoHLEN, STUDIES IN THE LAW oF Torts, 140, 153 (1926). The 
court also refused to follow the Bright case in Miller v. Mead-Morrison Co., 
166 Wis. 536, 166 N.W. 315 (1918). 

* 163 Wis. 428, 157 N.W. 1101 (1916). 
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gently manufactured a shoe by leaving a nail protruding through 
its sole. The court denied recovery to the purchaser of the shoe 
upon the ground that the defect was obvious to the purchaser. 

In the Wisconsin counterpart of the MacPherson case, Flies v. 
Fox Brothers Buick Co.,5* the court permitted recovery for a de- 
fective automobile which had been sold and which caused personal 
injuries to the plaintiff while it was being operated by the pur- 
chaser. 

Until the decision in Marsh Wood Products Co. v. Babcock & 
Wilcox Co.,®* the liability of the manufacturer for negligent man- 
ufacture had been confined to personal injuries sustained by a 
person who had no contractual relationship with the manufacturer. 
The court in the Marsh Wood case®* held that the manufacturer 
was liable for property damage caused by the explosion of a de- 
fective boiler. 

In Cohan v. Associated Fur Farms, Inc.,5* the court extended 
the doctrine of the Marsh Wood case to animals. In that case, the 
defendant sold contaminated pork livers which the plaintiff fed 
to mink. The court permitted recovery against the vendor. 

The above cited cases in the history of the development of lia- 
bility of the manufacturer and vendor do not furnish a basis for 
the conclusion that a manufacturer or vendor is a guarantor of 
the safety of use of the goods or products. For example, in Beznor 
v. Howell,®* a sparkler ignited a child’s dress and caused serious 
personal injuries. Recovery was refused upon the ground that the 
article when properly used was not dangerous. 

In Yaun v. Allis-Chalmers Mfg. Co.,5* the court refused to hold 
that a roto hay baler had been negligently designed or negligently 
manufactured. This case is in line with the decisions in other 
states, such as Campo v. Scofield,°° where the court refused to per- 
mit recovery for injuries caused through the operation of an onion 
topping machine because the dangers in the operation of the ma- 
chine were perfectly apparent to the user. 

It should be remembered that the complaint in an action against 
a manufacturer or vendor must specify the ground of negligence 
upon which the plaintiff relies. In DeWitz v. Northern States 





“196 Wis. 196, 207; 218 N.W. 855, 859 (1928). 
* 207 Wis. 209, 240 N.W. 392 (1932). 

“Id. at 226, 240 N.W. at 399. 

"261 Wis. 584, 53 N.W.2d ys a. 
* 203 Wis. 1, 233 ex" 758 oo 

b 2d 853 Ut 48). 
802 (1950). 
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Power Co.,*' the court refused recovery for wrongful death result- 
ing from a gas explosion upon the ground that the complaint 
failed to allege the grounds of negligence upon which the plaintiff 
relied and because these questions of negligence were not submitted 
to the jury in the special verdict. Finally, we must not overlook 
the fact that a buyer may purchase an article on an “as is” basis. 
In such event, the buyer cannot recover for a defect in the article 
purchased.°* 

Our discussion of the liability of a manufacturer and dealer for 
the negligent manufacture, preparation and sale of goods and 
products would not be complete if we failed to call attention to 
the decisions of the courts permitting recovery after a long lapse 
of time. As we have previously pointed out, the products liability- 
completed operations coverage applies only to an accident or oc 
currence which takes place during the policy period. It is impera- 
tive therefore that every manufacturer and every dealer shall con- 
tinue his insurance in force until there is no longer any possibility 
of a recovery against him. The citations which follow are typical 
of a long list of recent decisions.** 

In Lill v. Murphy Door Bed Co.,* the court allowed recovery 
for damages caused by a bed which broke after it had been used 
for several years. 

The general trend of authority is indicated by the decision in 
Ryan v. Zweck-Wollenberg Co.** In that case, the plaintiff's son-in- 
law purchased the Philco refrigerator, alleged to have injured the 
plaintiff, in April, 1949. Although the accident happened on 
March 6, 1952, three years later and after the refrigerator had been 
moved once, recovery was allowed. We anticipate that where sim- 
ilar electric appliances have hermetically sealed units, the Wiscon- 
sin Supreme Court will permit recovery even where there is a 
great lapse of time between the date of purchase and the date of 
the accident or occurrence. 


LIABILITY OF A MANUFACTURER AND VENDOR 
BasepD UPON BREACH OF WARRANTY 


At the present time, the rule in Wisconsin is that there can be 





"269 Wis. 548, 69 N.W.2d 431 (1955). To the same effect, Cohan v. 
Associated Fur Farm, Inc., 261 Wis. 584, 53 N.W.2d 788 (1952). 

® Pokrajac v. Wade Motors, Inc., 266 Wis. 398, 63 N.W.2d 720 (1954). 
In this case the buyer purchased an automobile with defective brakes. See 
1956 Wis. L. Rev. 15. 

* Report of Casualty Committee, 23 Ins. Counset J. 33 (1956), contains 
a comprehensive analysis of such decisions. 

“290 Ill.App. 328, 8 N.E.2d 714 (1937). ; 

*266 Wis. 630, 64 N.W.2d 226 (1954). 
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no recovery for breach of warranty unless there is privity of con- 
tractual relations between the parties. In Cohan v. Associated Fur 
Farms, Inc.,°* the plaintiff, Cohan, brought an action against Asso- 
ciated Fur Farms, Inc. to recover damages for contaminated frozen 
pork livers which he fed to his mink and which caused the deaths 
of some of the minks. Associated Fur Farms, Inc. interpleaded 
Armour & Co. The plaintiff then amended his complaint and 
Armour & Co. demurred to the amended complaint. The question 
was whether Cohan could recover against Armour & Co. upon the 
basis of a breach of warranty. In holding that Cohan could not 
recover against Armour & Co., the court said:** 


Armour demurred generally to the amended complaint upon 
the ground that it fails to allege privity of contract between 
it and plaintiff. The demurrer was sustained. We construe 
the amended complaint as pleading a cause of action only for 
breach of warranty. To permit recovery for breach of war- 
ranty by an ultimate buyer against the manufacturer or proces- 
sor of an article of food there must be privity of contractual 
relations between them. Prinsen v. Russos, 194 Wis. 142, 215 
N.W. 905, 22 Am. Jur., Food, p. 890, sec. 103. It is lacking 
here, and therefore the amended complaint does not state a 
cause of action for breach of warranty. 


Wisconsin thus follows the minority rule which has been severely 
criticized.®* 

The trend of modern decisions is definitely toward permitting 
recovery against the manufacturer even though there is absent any 
contractual relationship between the injured party and the manu- 
facturer. A typical example is Bahlman v. Hudson Motor Car 
Co.*° In that case an automobile salesman warranted a unisteel 
top on an automobile which would be smooth and not contain 
any sharp projections. The automobile, in fact, was jagged on the 
inside. The car overturned and the purchaser was severely injured 
because of the jagged condition of the top. The court permitted 
recovery because of the breach of the warranty. 

Recently, plaintiffs have brought suit against a retailer because 
of a breach of an implied warranty on account of the defective 
condition of articles which the dealer sells in the original carton 
or package, and which he does not inspect. A typical case is Amer- 





* 261 Wis. 584, 53 N.W.2d 788 (1952). 

* Id. at 589, 53 N.W.2d at 791. 

® Liability of a Manufacturer of Chattels to Persons Other Than_Im- 
mediate Purchasers on the Theory of Warranty, Report of Casualty Com- 
mittee, 22 Ins. CounsEt J. 431 (1955 ). Hall, Sales—“From Status to Contract?” 
1952 Wis. L. Rev. 209, 216. 
"290 Mich. 683, 288 N.W. 309 (1939). 
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ican Indemnity Company v. Sears, Roebuck & Co.” In that case, 
Sears purchased furnaces from the Samuel Stamping & Enameling 
Co. and warranted the furnaces to be suitable for the purpose for 
which they were intended. One of the furnaces was defective and 
as a consequence, a woman and her son were asphyxiated. The 
husband and father brought action against Sears, Roebuck & Co., 
who tendered the defense to the American Indemnity Company 
which had issued the policy to Sears, Roebuck & Co. The insurance 
company refused the tender. Thereupon, Sears, Roebuck & Co. 
arranged a settlement with the husband and father and then 
brought an action against the insurance company. The court held 
that there could be recovery against Sears, Roebuck & Co. on the 
basis of warranty. 

The insurance policy contained a provision denying coverage 
with respect to any express warranty of Sears, Roebuck & Co. which 
was unauthorized by Samuel Stamping & Enameling Co. There 
was also in this case an endorsement to the manufacturer’s policy 
providing coverage to a retailer who sold the product of the manu- 
facturer. This decision points up the necessity in many cases for 
a retailer to insist that the manufacturer protect him by a dealers’ 
endorsement to the manufacturer’s policy. In the event such 
endorsement excludes coverage for warranties made by the dealer 
which are not authorized by the manufacturer, the dealer must be 
vigilant to see that no warranty is made which is unauthorized by 
the manufacturer. 

We see no escape from the conclusion that a retailer will be 
liable to a purchaser or third person where there is an implied 
warranty under section 121.15 of the Wisconsin Statutes.7* Under 
an identical statute, the Court of Appeals of the District of Colum- 
bia in Frank R. Jelleff, Inc. v. Braden, held that there was an 
implied warranty of fitness for the use intended for the article sold. 
In that case, a retailer in the District of Columbia sold a brunch 
coat to a woman which was made of a highly inflammable material. 
While the purchaser was wearing the coat, it ignited and caused 
serious personal injury. The District of Columbia had a statute 
similar to section 121.15 of the Wisconsin Statutes. The purchaser 





” 195 F.2d 353 (6th Cir. 1952). 
™ Wis. Stat. § 121.15(1) (1955) provides: 

“Where the buyer, expressly or by mye makes known to 
the seller the particular purpose for which the goods are required, and 
it appears that the buyer relies on the seller's rg $ or judgment (whether 
pe be the grower or manufacturer or not), there is an implied war- 

yA that the goods shall be reasonably fit for such purpose.’ 
2933 2d 671 (D.C.Cir. 1956). 
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brought an action against the retailer based upon an alleged breach 
of warranty of fitness. In permitting the plaintiff to recover, the 
court said:** 


In the circumstances disclosed, the retailer must have assumed 
some risk of loss which in due course could be passed back to 
the manufacturer, as indeed Jelleff’s has actually sought to do. 
Such losses, no doubt, are part of the cost of doing business, 
not to be borne by an injured customer alone, but by those 
who profit from the transaction. The industry as a whole may 
be deemed to underwrite the implied warranty. That is why 
we have the statute on which the action was based." 
Before leaving this subject, we wish to afford some solace to the 
manufacturer and dealer. It is now well established that contrib- 
utory negligence is a good defense in an action for breach of im- 
plied warranty.’ Contributory negligence, however, is not a com- 
plete defense because of the comparative negligence statute." 


LIABILITY BASED ON MISREPRESENTATION 


The distinction between a warranty, either express or implied, 
and a misrepresentation is in many cases difficult to draw. The 
courts, however, have definitely discussed the liability of a manu- 
facturer or a dealer in terms of misrepresentations. The distinction 
appears rather clearly in Hoar v. Rasmusen,” which was an action 
brought against a druggist. The plaintiff had an allergy for mer- 
cury. A physician prescribed an ointment without mercury. The 
plaintiff's wife took the prescription to a druggist who wanted to 
save time and money and who sold a commercial ointment which 
contained a minute amount of mercury. A physician, but not the 
one who wrote the prescription, called the druggist and asked him 
whether the ointment had mercury in it. The druggist falsely 
stated that the ointment did not have mercury when he knew that 
it did in fact have mercury. Following the doctor’s instructions, 
the patient smeared the ointment over his whole body, and because 
of the mercury was incapacitated for several months. The court 
permitted recovery against the druggist.’* 

"Id. at 680-81. 
“For an interesting discussion of implied warranty, see Judge Tehan’s 


$ pinion in Standard Brands, Inc. v. Consolidated Badger Coop., 89 F. Supp. 
5 (E.D.Wis. 1950). 
™ Nelson v. Anderson, 245 Minn. 445, 72 N.W.2d 861 (1955); eo 
Airlines, Inc. v. Glenn L. Martin Co., 224 F.2d 120 7, Cir. 1955); 23 J. Am 
L. & Com. 108 (1956); Comment, 1953 Wis. L. Rev. 109. 


Ws. ag — o 195: 
™ 229 Wi seb RW. HE 938). 


1 
™ The phe aN pos! Niled upon Seeiaiiaees, Torts §§ 291, 310 (1934). 
A druggist is liable to the same extent as any other dealer. In the early case 
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In Reed Roller Bit Co. v. Pacific Employers Insurance Co.” a 
salesman represented that an emery wheel could be used with a 
certain machine. On the strength of the representation, the em- 
ployer purchased the emery wheel. When used on the machine, 
the emery wheel disintegrated and caused severe injuries to the 
plaintiff, who was an employee of the purchaser of the emery wheel. 
The court permitted recovery on the basis of misrepresentation. 

In Quirici v. Freeman,*° a salesman represented primer paint to 
be suitable for the purpose intended. The purchaser used the 
primer as directed, but in six months the paint peeled off. The 
court permitted recovery for the misrepresentation. 

It is still an open question in Wisconsin whether the operator 
of a restaurant or hotel serving food to customers on the restaurant 
or hotel premises sells a service or sells food. In Prinsen v. Russos,*' 
the court stated that it was unnecessary for it to determine in that 
case whether the restaurant proprietor who served contaminated 
sandwiches sold a service or sold food. The court commented upon 
the fact that there were two lines of authority, one holding that 
the furnishing of food was a sale of a service and the other holding 
that the serving of food constituted a sale under the Uniform 
Sales Act. We have discussed the applicable provisions of the Sales 
Act in a preceding section of this article.*? 

The Attcrney General of Wisconsin, in discussing the legal effect 
of the furnishing of food on the premises has said:** 


It is the majority view that where food is served to a person 
for immediate consumption for a stipulated price, the trans- 
action is a sale and not a service, although there is a sharp 
conflict in the authorities on this point with a minority 
holding that the serving of meals is a service and not a sale. 
7 A.L.R. 2d 1032; 18 N.C.C.A. (n.s.) 573, 595. The Wisconsin 
ig me Court has expressly left this question open in Prinsen 
v. Russos (1927), 194 Wis. 142, 146, 215 N.W. 905. However, in 
view of the trend of decisions elsewhere it seems probable that 
in a proper case the Wisconsin Supreme Court will hold that 
the transaction is a sale and not a service. 


of Kennedy v. Plank, 120 Wis. 197, 97 N.W. 895 (1904), the purchaser 
asked for a remedy for his horses. The druggist, by mistake, did not give 
the purchaser the proper remedy but instead gave a poison. The purchaser 
administered the poison to the horses, one of which became ill and the other 
died. The druggist was held liable for the damages. 

"198 F.2d 1 (5th Cir. 1952). 

"98 Cal. App. 2d 194, 219 P.2d 897 (1950). 

"194 Wis. 142, 215 N.W. 905 (1927). For an interesting discussion of 
4 —_ 4 the warranty concept to service-sales contracts, see 31 INp. L.J. 

A See note 71 + <= 

"44 Ops. Wis. Att'y Gen. 17, 18 (1955). 
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There are two facets of the problem. One is the situation in which 
a restaurant or hotel proprietor is negligent with respect to the 
preparation and serving of the food. The other is the situation in 
which a restaurant or hotel proprietor purchases food in bulk which 
is not capable of being inspected and which contains deleterious 
substances or is contaminated. Zorinsky v. The American Legion** 
was a case involving an injury to a customer of the Omaha Post 
who sustained injuries while eating sherbert. The Post purchased 
the sherbert in bulk containers. There was no negligence on the 
part of the Post in serving the sherbert. The question was whether 
there was a sale of the sherbert in which event there was a breach 
of an implied warranty of fitness. The court stated that there were 
two rules in the United States which might be applied. One rule 
was the Connecticut-New Jersey minority rule. The majority rule 
was the Massachusetts-New York rule which the court stated to be 
as follows:** 


[A] restauranteur engaged in serving food to paying guests for 
immediate consumption on the premises impliedly warrants 
that the food so served is wholesome and fit for human con- 
sumption, and is liable for injuries to such guests proximately 
caused by a breach thereof without proof of negligence, al- 
though he may be liable for actionable negligence if the same 
is supported by competent evidence. 


Here again, we suggest that the restaurant or hotel proprietor in- 
sist that the supplier obtain a dealer endorsement to their products 
liability policy broad enough to indemnify the hotel or restaurant 
proprietor against liability for deleterious substances in the bulk 
food products purchased. 


LIABILITY FOR COMPLETED OPERATIONS 


“The general rule is that an independent contractor is relieved 
from responsibility to persons for injuries suffered by them after 
he has completed his work and it has been accepted by his prin- 
cipal.’’** 

One exception to the rule is that if the thing constructed is 
inherently or imminently dangerous, the contractor is liable for 
the damages caused by the instrumentality. Thus, in Bright v. 





“163 Neb. 212, 79 N.W.2d 172 (1956). 

"Id. at —, 79 N.W.2d at 176. Annot., 7 A.L.R.2d 1027, 1032 (1949) 
analyzes the cases which follow the minority and majority views. 

“Delaney v. Supreme Investment Co., 251 Wis. 374, 382, 29 N.W.2d 
754, 758 (1947); Schumacker v. Carl G. Neumann D. & I. Co., 206 Wis. 220, 
223-24, 239 N.W. 459, 460 (1931). 
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Barnett & Record Co.,87 a contractor built and sold a defective 
scaffold which caused the death of an employee of the person pur- 
chasing the scaffold. The court allowed the personal representative 
to recover from the contractor. 

In Hale v. DePaoli,** the contractor was held liable to third 
persons for defects in the house which he had constructed for the 
owner. 

There is another exception where the work as completed con- 
stitutes a nuisance.*® 

The modern trend concerning completed work is mirrored in 
Russell v. Arthur Whitcomb, Inc.® In that case, the court held 
that a subcontractor was liable for negligent work after the work 
had been accepted by the employer, which, in that case, was a 
municipality. 

The magnitude of the potential liability of a contractor is illu- 
strated in Foley v. Pittsburgh-Des Moines Co.*! and Moran v. Pitts- 
burgh-Des Moines Steel Co.,°* which grew out of the explosion 
of a gas tank at Cleveland, Ohio. In 1942, the contractor com- 
menced the construction of a tank for liquefying gas and holding 
it at the temperature of minus 258° F. The tank was in the shape 
of a cylinder, approximately 76 feet in diameter and 50 feet high. 
After the tank had been used successfully for thirteen months, it 
exploded on October 20, 1944. The liquefying gas expanded at 
the ratio of 600 to 1, spread rapidly over the area where it was 
located, took fire and caused property damage in excess of $5,000,000 
and the loss of over 100 lives.** Two hundred law suits were filed 
in Ohio and Pennsylvania, about half of which were brought 
against the Pittsburg-Des Moines Co., the designer and constructor 
of the storage tank. In both cases, the court permitted recovery 
for the personal injuries, deaths and property damage. 





88 Wis. 299, 60 N.W. 418 (1894). 

33 Cal.2d 228, 201 P.2d 1 (1948). Annot., 13 A.L.R.2d 191 (1950) 
contains a comprehensive analysis of the cases on the subject. To the same 
effect, see rapa v. A-F Corp., 137 F.Supp. 14 (D.C. 1956). 

® Delaney v. Supreme Investment Co., 251 Wis. +¥ 382, 29 N.W.2d 
754, 758 (1947): Schumacher v. Carl G. Neumann D. & I. Co., 206 Wis. 220, 
ar (io a 459, 460 (1931); Nemet v. Kenosha, 160 Wis. "379, 172 N.W. 
1955)! A.2d 781 (N.H. 1956). See Prosser, Torts § 85, at 519 (2d ed. 
* 363 Pa. 1, 68 A.2d 517 (1949). 

_ — F.2d 908 (3rd Cir. 1948), second appeal, 183 F.2d 467 (3rd Cir. 
See Turner, The Recent Trend in Liability of Manufacturers, 18 Ins. 
CounseL J. 44 (1951). 
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LIABILITY FOR INJURIES TO 
Persons WITH ALLERGIES 


The general rule is that a manufacturer or dealer is not liable 
for injury to a person with an allergy. For example, in Bennett v. 
Pilot Products Co. a beauty parlor operator was not allergic to 
curling fluid or to fixative powder individually, but was allergic 
to the combination. The court refused to permit recovery against 
the manufacturer.** 

There is an exception to the general rule where the dealer knows 
that some people will be affected by the article because of unusual 
susceptibility of such persons to the article. In such a case, the 
courts generally hold that there is a duty to warn purchasers of 
the dangers of such unusual susceptibility.* 

The decisions make it imperative that the manufacturer and 
dealer alike conduct tests to be sure that a warning is given in all 
cases where there is a possibility of unusual susceptibility to injury 
through the use of an article. Decisions throughout the country 
indicate that liability of the manufacturer and dealer will be ex- 
panded where there is any substantial question that even a small 
group of customers will be susceptible to injury. 


Res Ipsa LOQUITUR 


The liability of a manufacturer or dealer for damages caused by 
a defective article may, in many cases, depend upon application of 
the doctrine of res ipsa loquitur. Such potential liability must play 
an important part in determining the character and amount of 
public liability and products liability-completed operations in- 
surance. In Ryan v. Zweck-Wollenberg Co.,*’ the Wisconsin court 
held that the res ipsa loquitur doctrine permits of an inference of 
negligence, not a presumption, and that therefore, even though 
the defendant introduces evidence to negative any charge of negli- 
gence, the jury may nevertheless base a verdict of negligence on 
the inference. The court followed the doctrine of the bursting 
bottles cases.** 

The res ipsa loquitur doctrine as applied in the Ryan case makes 





“120 Utah 474, 235 P.2d 525, 26 A.L.R.2d 958 (1951). 
* Annot., 26 A.L.R.2d 963 (1952) contains an extensive analysis of the 


cases involving allergies. 
* Gerkin v. Brown & Sehler Co., 177 Mich. 45, 143 N.W. 48, 48 L.R.A. 
{a4} a3) (1913); Zirpola v. Adam Hat Stores, Inc., 122 N.J.L. 21, 4 A.2d 


” Wis. 630, 64 N.W.2d 226 (1954). 
Bb eR v. Coca Cola Bottling Co. of Willmar, 235 Minn. 471, 51 
N.W.2d 573 (1952). 
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it practically impossible in many cases for the defendant to avoid 
liability, even in the absence of demonstrable negligence. 

The tendency of the Wisconsin Supreme Court has been to ex- 
tend the doctrine as illustrated by an unbroken chain of recent 
automobile cases.°® The subject of res ipsa loquitur in Wisconsin 
has been brilliantly treated by Professor James D. Ghiardi in two 
recent articles.1° 


CONCLUSION 


In the present atomic era, we are astounded at the complications 
which our abundant life has produced. From it, there have been 
emerging new conditions out of which a myriad of claims arise. 
The proper presentation and defense of such claims requires a 
knowledge medium of chemistry, electronics, and involved engi- 
neering and processing which was unheard of in the earlier days of 
simple living. Poisonous fumes, smog, dust pollution, noise, in- 
flammable or poison fabrics, mechanical and electric gadgets give 
rise to claims undreamed of a few years ago. Furthermore, one 
accident or occurrence may create not one claim but hundreds. 


The lesson which every manufacturer and dealer must learn is 
that he cannot compete with his business rival and he cannot hope 
to remain long in business unless he has an insurance program 
which will take care of not only the ordinary but the extraordinary 
hazards as well. To plan and carry out such a program will require 
expert legal assistance by counsel who are familiar with the various 
coverages available. To a lesser extent, a similar obligation will 
devolve upon counsel who represent the claimants. To assist such 
counsel in their daily tasks has been our objective. 





* Wisconsin Telephone Co. v. Matson, 256 Wis. 304, 41 N.W.2d 268 
Hag F Schimke v. Mutual Automobile Ins. Co., 266 Wis. 517, 64 N.W.2d 
95 (1954); Modl v. National Farmers Union Prop. & Cas. Co., 272 Wis. 
650, 76 N.W.2d 599 (1956); Wood v. Indemnity Ins. Co., 273 Wis. 93, 76 
N.W.2d 610 (1956). 
” Ghiardi, Res Ipsa Loquitur in Wisconsin, 39 Mara. L. Rev. 361 (1956); 
Ghiardi, ge agp er’s Control as an Element of Res Ipsa Loquitur, 1954 
figs Ly 616. See also Night, Let the Bottler Beware, 21 Ins. Counset J. 72 











Comment 





PERCEPTION OF “SPECIAL INTEREST” AS A 
FACTOR IN STATUTORY INTERPRETATION— 
JupictiAL REACTION TO THE FARM Lossy 


The year 1869 saw the birth of a competitor which from the 
start caused much alarm to Wisconsin’s butter makers. Twelve 
years later, the state passed its first margarine label law’, followed 
by prohibitions,? color limitations,’ license,‘ tax,5 and notice® re- 
quirements. That the legislature expressed the interests of the 
dairy industry was neither unusual nor surprising. But the Wis- 
consin Supreme Court’s reactions to this pattern of legislation 
displayed some less obvious aspects of the role of law in the resolu- 
tion of community tensions. It is particularly revealing to observe 
the court’s reaction to its perception of the lobby background of 
the statutes, in the light of the generally acknowledged doctrine 
that judges have no proper concern with the motives of the legis- 
lature. Although the court will seek to learn the objectives of 
legislation, the motives of the legislature are normally beyond the 
scope of judicial inquiry. Thus, in the Building Height Cases 
(1923) the court said, 


There is ample reason to suspect that a desire on the part of 
the legislature to limit the height of buildings around the 
Capitol Square in the city of Madison prompted the enactment 
of this law. But the motives which prompted the legislature 
to exercise its power in this respect are not subject to judicial 
review .. .” 


EXxPLicir DISAPPROVAL OF USE OF LEGISLATION 
To BULKWARK THE COMPETITIVE POSITION OF THE DAIRY INDUSTRY 


In John F. Jelke Co. v. Emery (1927),8 and Dairy Queen v. Mc- 


Wis. Laws 1881, c. 40. 

* Wis. Laws 1885, c. 361; Wis. Laws 1925, c. 279. 

* Wis. Laws 1895, c. 30. 

* Wis. Laws 1931, c. 96; Wis. Laws Spec. Sess. 1931-32, c. 3. 

* Wis. Laws Spec. Sess. 1931-32, c. 3. 

*Wis. Laws 1881, c. 40; Wis. Laws 1887, c. 185; Wis. Laws 1891, c. 
165; Wis. Laws 1895, c. 30; Wis. Laws 1923, c. 147; See Wis. Start. c. 97 
(1955) for present form. 

*181 is. 519, 529, 195 N.W. 544, 548 (1923); See also: State ex rel. 
Rose v. Superior Court of Milwaukee County, 105 Wis. 651, 81 N.W. 1046 
(1900); Tilly v. Mitchell & Lewis Co., 121 Wis. 1, 98 N.W. 969 (1904); 
Rosenberg v. Whitefish Bay, 199 Wis. 214, 225 N.W. 838 (1929). 

*193 Wis. 311, 214 N.W. 369 (1927). 
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Dowell (1952)® the supreme court, and in John F. Jelke Co. v. 
Beck (1932),*° a lower court, were frank in announcing they would 
not allow the police power to be used with the primary intent to 
give competitive assistance to one industry to the injury of another, 
where both represented essentially legitimate activities. 

The statute considered in the 1927 Jelke Co. case prohibited sale 
of butter substitutes made by combining with milk, any fat, oil, or 
oleaginous substance other than milk fat.11 The court said: 


Under the facts proven in this case, whatever the economics of 
the situation may be, from the standpoint of constitutional 
right the legislature has no more power to prohibit the manu- 
facture and sale of oleomargarine in aid of the dairy industry 
than it would have to prohibit the raising of sheep in aid of 
the beef-cattle industry or to prohibit the manufacture and 
sale of cement for the benefit of the lumber industry. In some 
cases a proper exercise of the police power results in advantage 
to a particular class of citizens and to the disadvantage of 
others. When that is the principle purpose of the measure, 
courts will look behind even the declared intent of legislatures 
and relieve citizens against oppressive acts where the primary 
purpose is not the protection of the public health, safety, or 
morals.” 


The court’s appraisal might be interpreted as a judgment that, 
measured by objectively observable facts, the statute could not be 
deemed to be for a public purpose. But, especially in its declared 
zeal to look behind the ostensible purpose of the legislation, the 
court seems to go much beyond assessment according to the objec- 





*°260 Wis. 471, 51 N.W.2d 34, 52 N.W.2d 791 (1952). 

*208 Wis. 650, 242 N.W. 576 (1932). 

™ Wis. Laws 1925, c. 279. 
“AN ACT to create section 352.365 of the statutes, relating to 
the manufacture and sale of oleomargarine and other substitutes 
for butter. Sec. 1. A new section is added to the statutes to read: 
352.365 (1) It shall be unlawful for any person, firm or cor- 
poration, by himself, his servant or agent, or as servant or agent 
of another, to manufacture, sell or solicit or accept orders for, 
ship, consign, offer or expose for sale or have in possession with 
intent to sell, any article, product or compound which is or 
may be used as a substitute for butter and which is made by 
combining with milk or milk fats or any of the derivatives . . . 
other than milk fat. (2) Any person violating this section shall, 
for the first offense, be punished by a fine of not less than fifty 
dollars nor more than five hundred dollars, and for each sub- 
sequent offense, by imprisonment in the county jail not less than 
ten days nor more than six months or by a fine of not less than 
one hundred dollars nor more than five hundred dollars, or by 
both such fine and imprisonment. Section 2. This act shall take 
effect on September 1, 1925. 

927)" F. Jelke Co. v. Emery, 193 Wis. 311, 323, 214 N.W. 369, 373 
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tive operation of the act, to determine the motive for its passage, 
and to condemn the legislation because the motive is ruled an im- 
proper one. That the ruling against the statute was materially 
affected by the judges’ distaste for what they sensed of a special 
interest lobby in its background, was further indicated when the 
court sharply expressed its resentment that legislative complaisance 
should leave to the judges the unpleasant responsibility of denying 
the desires of importunate groups: 


The law enacted by the state of Pennsylvania prohibiting the 
sale of oleomargarine was subsequently repealed, and, so far 
as we are advised, there has not been and is not now upon the 
statute books of any of the other states a statute prohibiting 
the sale of uncolored oleomargarine, and its sale and trans- 
portation is expressly authorized by the United States. 

It would seem that decisions could not make plainer the fact 
that any law which prohibits the manufacture and sale of 
uncolored oleomargarine violates the constitution of the 
United States and of the state of Wisconsin. In this connection 
we are moved to observe that the mandates of the constitution 
are just as binding upon the conscience of the legislator as upon 
the conscience of the judge. The constitution is the mandate 
of a sovereign people to its servants and representatives, and 
no one of them has a right to ignore or disregard its plain 
commands. Every officer, legislative and executive as well as 
judicial, is required by the constitution, as a condition of 

olding his office to take a solemn oath to support it. It was not 
intended that the whole burden of that support should fall 
upon the judicial department. As a matter of fact it rests 
equally upon every department, although it is in an especial 
way the concern of the judicial department because it is the 
duty of the courts to declare and apply the law. In a doubtful 
case the final responsibility is with the court, but in a case 
reasonably eo it is the duty of every officer to support it 
even though his act may have undesirable consequences to 
himself." 

John F. Jelke Co. v. Beck** reached the supreme court only on 
the question of the propriety of a contempt order arising out of 
violation of a court that defendant cease distribution of a blacklist 
of the names of dealers handling oleomargarine, circulated to 
intimidate those dealers. But the lower court held that Chapter 96, 
Laws of Wis., 1931?° was invalid in its licensing of retailers of 





4 Id. at 321, 214 N.W. at 373. 

“See note 10 supra. 

* Wis. Laws 1931, c. 96: 

“(1) No person shall by himself, or by his servant or agent, 
manufacture, sell, exchange, offer or expose for sale, have in 
possession with intent to sell, or serve to guests or patrons for 
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oleomargarine. Though the act purported merely to regulate sales, 
its true purpose, the trial court found, was to accomplish by in- 
direction what the supreme court had said might not be constitu- 
tionally done, in effect to stop the manufacture of oleomargarine 
in Wisconsin in order to foster the dairy industry. As a prohibitive 
measure designed to destroy a legitimate industry, the act was 
invalid. 

Twenty years later, in Dairy Queen v. McDowell the supreme 
court sharply criticized the attempt of the dairy men to move the 
court by appeal to facts showing the economic stakes of the dairy 
interest in a law prohibiting imitation ice cream.’* The plaintiff, 
a frozen dessert manufacturer, sought to enjoin the director of the 
state department of agriculture from prohibiting the sale of the 
product “Dairy Queen.” “Dairy Queen” was a product made of 
the same ingredients as ice cream but in different proportions with 
less butter fat and more non-fat milk solids. Plaintiff proposed to 
sell the product in retail outlets, which contracted to sell “Dairy 
Queen” exclusively; no other products would be sold in these out- 
lets. Plaintiff's arrangements provided also that the product would 
be sold in containers clearly marked as “Dairy Queen”, and that 
signs would be posted stating the product was not ice cream or 
sherbet. 

The statute’ prohibited the sale of products in imitation of ice 
cream, sherbet, or ices, and defined ice cream as a confection having 
a butterfat content of at least 11%, and sherbet as one having a 
butterfat content of no more than 3.5%. Thus “Dairy Queen”, 
with a 6% butterfat content fell in between the standards set for 
sherbet and ice cream. The state contended that this was a prohibi- 
tion of any product which fell between the two standards. The 





compensation in a hotel, restaurant or boarding house, any oleo- 
margarine, butterine, or similar substance, without first securing a 
license from the department of agriculture and markets. . . . 
(3) The fee for an annual license issued pursuant to this section 
shall be as follows: 
“(b) To a retail dealer, one hundred dollars, if his total sales 
are less than five hundred pounds in any quarter year; two hun- 
dred fifty dollars if his total sales are five hundred pounds but less 
than twelve hundred fifty pounds in any quarter year; and four 
hundred dollars if his total sales are twelve hundred fifty pounds 
or more in any quarter year. If any licensed dealer shall sell a 
larger number of pounds in any quarter year than he is author- 
ized to sell under his license, he shall, within ten days, after the 
close of such quarter year procure a new license, which shall be 
issued to him upon payment of the difference in fee; ... .” 

Fy! Queen v. McDowell, 260 Wis. 471, 478a, 51 N.W.2d 34, 52 

N.W.2d 791 (1952). 
* Wis. Stat. § 97.02 (10) (1951); Wis. Star. § 97.025 (1951). 
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supreme court held the product was not prohibited. The court 
held that “Dairy Queen” was not an “imitation”; it was made of 
the same ingredients as ice cream but in different proportions, and 
it was not to be sold as ice cream. Further, the court ruled, the 
general welfare did not require a prohibition in that the product 
was healthful, and that the department had enough regulatory 
power to prevent fraud. 

In the Dairy Queen case several organizations of farmers, dealers, 
and manufacturers of dairy products including an association of 
85 Wisconsin manufacturers of ice cream filed an amicus brief, 
seeking a rehearing. This brief complained that the court's deci- 
sion had over-turned a generation of work to establish dairy product 
standards and the state’s reputation for its dairy output. The state, 
it was argued, had a far greater interest in maintaining dairy 
product standards than in allowing the economic activity of pro- 
moters of dairy product substitutes.'* 

The court answered sharply, 


We might inquire in response to the suggestion whether it is 
proper, in the absence of any showing that sale of the product 
would prejudicially effect either the milk producer or the con- 
suming public, that the legislature or the court should be party 
to an act which appears to have no purpose except to protect 
the interests of the eighty-five manufacturers of ice cream who 
now appear here against the competition of Dairy Queen.’ 


Each of these cases dealt with statutes which, it is plain, in the 
court’s view amounted simply to interference in free competition 
between butter fat and its substitutes. Where legislation was held 
to present a square constitutional issue, the judges were bluntly 
outspoken against legislative partisanship in what the judges saw 
as the ordinary and legitimate pull and haul of competition in the 
market. In other cases where interference with market competition 
was less direct and where the issues in court concerned the inter- 
pretation rather than the constitutionality of statutes, the court's 
reactions to its sense of industry pressures in the background of 
legislation was less explicit, but still an apparent factor. However, 

In State ex rel. Carnation Milk Products Co. v. Emery (1922)*° the 
court sanctioned legislation which clearly aimed at protecting the 





* See note 16 supra. 

* Id. at 478b, 52 N.W.2d at 792. 
*178 Wis. 147 189 N.W. 564 (1922); Wis. Laws 1921, c .409 provides: 
“Section 1 (2) It shall be unlawful for any person, firm or cor- 
poration, by himself, his servant or agent, or as the servant or 
agent of another, to manufacture, sell or exchange, . . . any milk, 
cream, skim milk, buttermilk, condensed or evaporated milk, 
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market position of an important dairy product. Carnation held 
that the legislature might assist milk producers at the expense of 
the vegetable oil industry to protect Wisconsin milk against the 
advertising and sale of a cheaper product known in the trade as 
“filled milk”, in which skimmed milk was combined with vegetable 
oils to increase its fat content. 

At first appearance, Carnation seems inconsistent with the con- 
cern which the court showed in the butter and ice cream cases, for 
the maintenance of the free market. But the validity of the filled 
milk statute was presented in a factual context significantly differ- 
ent from the frame of reference within which the judges saw the 
other regulations. The court noted much evidence that retail 
grocers were advertising filled milk as milk or a milk compound; 
the record showed numerous incidents where the product had been 
sold as milk. The product was sold in packages which, except for 
labelling, resembled evaporated milk. The product was com- 
monly placed on grocery shelves next to evaporated milk. 

The state presented evidence unrefuted by counsel for the filled 
milk producers, that vegetable oils lacked the vitamin A which 
was present naturally in butter fat of whole milk. Against this 
background the court’s opinion indicated concern over confusion 
of these products because milk was a basic stuff of children’s diets.” 

Many other states had by this time manifested concern over 
filled milk by passing similar statutes and such a bill had passed 
the United States House of Representatives. 


FAVORABLE INTERPRETATIONS FOR MARGARINE WITHOUT EXPLICIT 
RECOGNITION OF DAIRY INTEREST BEHIND LEGISLATION 


Section 4607c, Wisconsin Statutes of 1898, as amended by Chap- 
ter 151, Laws of Wisconsin (1901) was the center of attention in 
Meyer v. State (1908).22 The statute prohibited the sale of oleo- 





powdered milk, condensed skim milk, or any of the fluid deriv- 
atives of any of them to which has been added any fat or oil 
other than milk fat, either under the name of said products or 
articles or the derivatives thereof or under any fictitious or 
trade name whatsoever.” 

™ State ex rel. Carnation Milk Products Co. v. Emery, 178 Wis. 147, 150, 

189 N.W. 564, 566 (1922). 

* 134 Wis. 156, 114 N.W. 501; Wis. Laws 1901, c. 151: 
“AN ACT relating to sales of oleomargarine, and amendatory 
of section 4607c of the Wisconsin Statutes of 1898. 
“Filled cheese; oleomargarine; ties. Section 1. Section 4607c 
of the Wisconsin Statutes of 1898 is hereby amended by inserting 
after the word ‘sell’, in the tenth line of said section, the words, 
‘or solicit or accept orders for,’ so that said section when so 
amended shall read as follows: 
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margarine “in imitation of yellow butter.” Defendant retailer was 
prosecuted for selling margarine that was a light shade of yellow. 
The trial judge charged the jury that it was as unlawful to sell 
oleomargarine colored like the lightest shade of butter sold, as to 
sell oleomargarine colored deep yellow. The supreme court took 
judicial notice that the legislature must have known that butter 
varies in color from nearly white to deep yellow. Then the court 
disapproved the charge, because “. . . it laid down a rule of law 
which, if followed by this court, would go far to convict the law 
makers of having, under the pretense of making a police regulation 
to prevent fraud, enacted a law to exciude all competition of oleo- 
margarine with all kinds of butter.”?* 

In the 1920 Essex case,** another dealer was prosecuted for selling 
margarine in imitation of yellow butter under a section substan- 
tially the same as the law involved in Meyer. The trial judge had 
refused defendant’s request to instruct the jury that margarine of 
a light shade of yellow was not the color of “yellow butter.” The 
supreme court said that it appeared from the evidence that oleo- 
margarine as customarily made ordinarily had some shade of yellow, 





“Section 4607c. Any person wy shall by himself, his agent or 
servant manufacture, buy, sell, offer, ship, consign, expose or 
have in possession for sale, any cheese manufactured from or 
by the use of skimmed milk to which there has been added any 
fat which is foreign to such milk, or who shall by himself, his 
agent or servant manufacture, buy, sell, offer, ship, consign, 
expose or have in possession for sale, within this state, any 
skimmed-milk cheese, or cheese manufactured from milk from 
which any of the fat originally contained therein has been re- 
moved, except such last mentioned cheese is ten inches in diameter 
and nine inches in height, or who shall, by himself, his agent or 
servant, render or manufacture, sell or solicit or accept orders 
for, ship, consign, offer or expose for sale or have in possession, 
with intent to sell, any article, product or compound made wholly 
or partly out of any fat, oil or oleaginous substance or com- 
pound r Sener not produced from unadulterated milk or cream 
from the same, and without the admixture or addition of any 
fat foreign to said milk or cream, which shall be in imitation of 
yellow butter produced from such milk or cream with or without 
coloring matter, shall for the first offense be punished by a fine 
of not more than five hundred dollars, nor less than fifty dollars, 
and for each subsequent offense, by imprisonment in the county 
jail not to exceed sixty days nor less than ten days, or by fine 
of not more than five hundred dollars nor less than one hun- 
dred dollars, or by both such fine and imprisonment. Nothing in 
this section shall be construzd to prohibit the manufacture or sale 
of oleomargarine in a separate and distinct form and in such 
manner as will advise the consumer of its real character, and 
free from coloration or ingredient that causes it to look like butter. 
Section 2. This act shall take effect and be in force, from and 
after its passage and publication. Approved April 9, 1901.” 
® Meyer v. State, 134 Wis. 156, 162, 114 N.W. on 503 (1908). 
“Essex v. State, 170 Wis. 512, 175 N.W. 795 (1920). 
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and that as a matter of practical manufacture white margarine 
could not be produced. The court said it appeared that natural 
butter varies from whitish to deep orange yellow; it must be pre- 
sumed that the legislature knew that oleomargarine as customarily 
produced would be the shade of some kinds of butter. 


The jury should have been instructed that by the term yellow 
butter was meant that shade of butter which is usually and 
ordinarily described as yellow, as distinguished from pale 
straw, light yellow, or any other shade or color of yellow lighter 
than that usually and commonly referred to as yellow butter, 
which the evidence in this case shows to be butter of the color 
usually and commonly produced in the summer and sometimes 
known and described as ‘June butter.’*® 


The effect of these two cases was to read out of the statute its 
ban on oleomargarine of a butter-like color, except as to margarine 
of fullblown yellow hue. The result was an interpretation favor- 
able for the margarine industry only second to a ruling invalidat- 
ing the statute. The extent to which this interpretation was favor- 
able to margarine industry is suggested by certain expert testimony 
in the Essex case; if this evidence be accepted it indicated that by 
that time industry technology had developed so that for an in- 
creased cost of five cents per pound the makers could produce white 
margarine;** thus a more stringent application of the legislation 
would have been possible without automatically outlawing mar- 
garine products. In Welch v. State (1911)?* the court indicated 
that the legislature might require margarine dealers to assume extra 
expense of signs and announcements to tell the customers the nature 
of the article, but the undertone of the two “yellow” cases seems 
to be that the court felt that a stronger color requirement, as a 
means of informing the public, involved an extent of added cost 
which would turn an ostensible regulation into a prohibition. The 
court was not even satisfied to say that margarine might properly 
be sold in a light yellow or pale straw tinge; it went on to declare 
that the legislature meant only that margarine might not be sold 
in the color of “June butter,”—that is, in the color most commonly 
identified with butter. 

The court, it should be noted, weighed only two alternative inter- 
pretations, that the legislature intended to prohibit margarine alto- 
gether, or that it meant to prohibit only margarine colored like 
“June butter.” The opinion dismissed a third possible interpreta- 





* Id. at 516, 175 N.W. at 796. 
* Cases & Briers, Case, pp. 78, 79, Essex v. State, 170 Wis. 512 (1920). 


* 145 Wis. 86, 129 N.W. 656. 











464 WISCONSIN LAW REVIEW [Vol. 1957 


tion—that the statute required that margarine be white—on the 
ground that this would require what was impracticable as a matter 
of manufacture. In fact, the probable intent of the legislature was 
to require a white oleomargarine, because such a product would 
have the twin disadvantage, that it would cost somewhat more, 
and would not satisfy the consumer’s habit-formed desire for a 
yellow spread. The summary disposition of this possible inter- 
pretation probably implies the court’s disfavor of use of legislation 
to confer competitive advantage in the market. 


OTHER CASES WITH RESULTs FAVORABLE TO MARGARINE 


Dabold v. Chronicle Publishing Co. (1900)?* was a libel action 
against a newspaper which had charged that the plaintiff deceit- 
fully dealt in imitation butter; the basis for the charge was that 
plaintiff dealt in margarine products. The court held the publica- 
tion could be libelous, since the properly conducted sale of oleo- 
margarine was an honest and innocent business and not deceitful 
as charged. The opinion forms part of a consistent pattern in the 
Wisconsin cases: that the law should treat the margarine industry 
and its members as first class citizens, and give them the same fair 
consideration as any legitimate industry. 


In State ex rel. Attorney General v. John F. Jelke Co. (1939)?* the 
court displayed its usual caution against infringing the rights of 
the margarine industry. Here the court refused to take original 
jurisdiction to decide whether a group of manufacturers, whole- 
salers, retailers, and other businessmen might sell, or in one case 
advise the sale, of various assemblies of part packages of oleomar- 
garine without complying with the tax law. The court held that 
the facts that the individuals were entitled to jury trial in their 
own counties, that the issues could probably be tried with no great- 
er speed in the supreme court than below, made this an improper 
occasion for original jurisdiction. 





*107 Wis. 357, 83 N.W. 639; Wis. Stat. c. 187, Sec. 4607d (1898): 
“Any person . . . who shall furnish or cause to be furnished in 
any hotel, boarding-house, restaurant or at any lunch counter, 
oleomargarine, butterine or any similar substance to any guest 
or patron thereof, without first notifying such guest or patron 
that the substance so furnished is not butter, shall be punished 
as provided in the last preceding section. (i.e. first offense $50-500, 
subsequent 10 to 60 days or $100-500 or by both such fine and 
imprisonment.)" 

* 230 Wis. 497, 284 N.W. 494. 
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DECISIONS APPEARING TO APPROVE OF LEGISLATION REGULATING 
User OF VEGETABLE OILS 


In Welch v. State (1911)*° the court affirmed the conviction of a 
restaurant waiter under an act which made it a misdemeanor to 
serve Margarine to a customer without giving him notice that the 
spread was not butter. The supreme court found that defendant, 
who had charge of a railroad station lunch room, had requisitioned 
butter from the railroad commissary, and thought he was serving 
butter. But as the court construed the absolute terms of the statute, 
a mistake of fact was no defense; defendant had a duty to know 
what he was serving to the customer. The court seemed to deny 
that it was imposing “strict liability”; the opinion declared that 
the defendant had opportunity to observe the product and was at 
fault for not knowing what it was. But on the facts, it appears 
that the decision may have imposed liability without fault, and 
that, to prevent the consumer from being deceived the court gave 
the statute very broad play. The generous fulfillment of the legis- 
lative intent to prevent fraud here should be compared with the 
restrictive treatment of the legislation involved in the color lim- 
itation cases. Perhaps it is relevant that the color requirement 
came before the court in cases of packaged sales, where cartons of 
plainly marked oleomargarine conveyed clear notice to buyers; in 
the Welch situation, a restaurant or boarding consumer would 
have no other notice of the nature of what was served him, except 
as he was told by the verbal or printed announcement required by 
the statute. It may also be relevant that, at the time of the Welch 
case, margarine somewhat resembled the color of butter. 


IMPORTANCE OF THE FORM AND ADEQUACY OF PRESENTATION 
OF FACTs TO THE COURT 


Obviously legislative and judicial evaluation of regulation of 
dairy product competitors was bound to be affected by scientific 
and technological facts, and just as importantly, by what the legis- 
lators and judges thought were the facts. Litigation naturally 
proves this influence of fact presentation more dramatically. For 
better or worse, the job done by counsel in weaving the factual 
thread into briefs of legal points, formed a significant part of the 
history of this field of regulation. Most striking is the matter of 
the significance of vitamin A. In 1951 a lower court heard from 





* See note 27 supra. 
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one of the nation’s leading nutrition experts,*! testifying for Dairy 
Queen, and corroborated by a state’s witness,** that medical experts 
no longer found the important nutritional value of milk in its fat 
content, but rather in the elements remaining in skim milk. 


Of course it is problematical how important this knowledge 
would have been in changing either the legislative or judicial re- 
sponse to the issues presented in Carnation v. Emery. It seems 
likely that both legislature and court would have been more hesi- 
tant to prohibit marketing of filled milk, initially, had it been 
impossible to justify the ban in the name of public health. 


In the Dairy Queen case, counsel made convincing presentation 
of evidence that the new product was not only not inferior to ice 
cream but, indeed, nutritionally superior to it. The state of the 
technical evidence influenced the court’s rejection of the existing 
ice cream-sherbet standards as exclusive in the frozen dessert field. 
Conversely, the state’s neglect in the 1927 margarine case to press 
the vitamin deficiency argument which it so successfully advanced 
in the 1922 filled milk case may have contributed to the court's 
failure to uphold the anti-margarine statute. In 1927 the industry 
was not yet reinforcing vegetable oils with vitamin A. Therefore 
this product was equally subject to the criticism that it was nutri- 
tionally deficient. But this issue was in effect waived, no fraud was 
shown, and the court found no reasonable basis for the legislation. 


Again, had counsel for the state in the “yellow” oleomargarine 
cases demonstrated that it was technically and commercially feasible 
to make and sell white margarine, and that, indeed, this was being 
done in Pennsylvania, the court might not have been so ready to 
regard a stricter enforcement of the color requirement as being a 
prohibition of the product. 


It seems clear also that the extent to which technical or market- 
ing facts showed danger of fraud upon the ultimate consumer was 
probably of much influence upon the court. 


Had the imitation ice cream statute come before the court upon 
a prosecution for selling an ice cream substitute in a store in which 
ice cream was also sold, or for selling it as ice cream, or for selling 
a frozen dessert made with vegetable oils instead of simply remov- 
ing the butterfat, the regulatory statute might have fared better. 





™ Brief for appellant, pp. 162-70, Dairy Queen v. McDowell, 260 Wis. 
471 (1952). 


"Id. at 214-18. 
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WISCONSIN SUPREME CourRT CASES CONSIDERING THE 
FARMER AND THE WORKMEN’S COMPENSATION ACT 


One who examined only Wisconsin dairy legislation would get 
too highly colored an impression of the extent to which there was 
overt, lively clash of policy involved in the interplay of farmers’ 
desires, and legislative and judicial response. The story of the 
farmer’s place under the Wisconsin workmen’s compensation system 
is a useful reminder that all is not melodrama in the working out 
of legal interests. In 1915 the legislature passed Chapter 316, Laws 
of Wisconsin, providing that the Workmen’s Compensation Act 
should not apply to farmers or to farm labor. An Industrial Com- 
mission brief submitted to the legislature on the proposed amend- 
ments to the Compensation Act in 1915, suggests that the amend- 
ment exempting farmers from the Compensation Act was urged by 
farmers through the Industrial Commission.** 

Contemporaneous with the 1915 amendment exempting farmers 
from the provisions of the Compensation Act, a case was instituted 
under the 1913 statutes, in which the supreme court possibly re- 
vealed its own independent view point that it was a good policy 





* WISCONSIN INDUSTRIAL CoMMISSION, BRIEF CONCERNING THE VARIOUS 
Bits BEFORE THE LEGISLATURE AFFECTING THE COMPENSATION Act (1915): 
“Bill No. 427-A proposes to allow farmers to remain out from 
under the act unless they affirmatively elect to come under. The 
reasons urged by farmers against being under the compensation 
act are: First, the extreme difficulty of getting insurance at reason- 
able rates. The over-head expense of looking after adjustment of 
compensation claims on the farms is very high, so necessarily 
the insurance rate is high. Second, comparatively few farmers 
employ more than three men, except at very irregular intervals. 
However, under the law if they employ more than three men 
only for a day, that fact puts them under the law. Hence a great 
many farmers are under the law without knowing the fact, and 
are without insurance. Third, it is urged that farmers take care 
of their injured workmen and are rarely called upon to respond 
to damages either under compensation or under common law 
liability. So far as compensation is concerned, this must be true 
for our records show very few cases of compensation for farm 
accidents, although farm accidents are quite uent. Table ‘D’ 
shows the total amount of compensation paid on account of farm 
accidents since the enactment of the compensation law. ($8,213.83 
A id because of farm accidents under the act in 1913 and 
“The same bill provides for a simpler method of withdrawing 
from the act, and makes it much easier to keep track of those 
under the act and those not under the act. This latter amend- 

ment ought to pass in order to simplify administration.” 

The author of Bill 427A to exempt farmers from the Workmen's 
Compensation Act was Assemblyman Clinton B. Ballard. “By 
occupation he is a farmer and stock raiser, and owns a farm just 
outside the limits of the city of Appleton, upon which perieey 
all of his life has been spent.” Wisconsin Blue Book, 527 (1915). 
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to exempt farmers to a limited extent. Kelley v. Haylock (1916)* 
presented to the court for review an award of compensation by the 
Industrial Commission to a farm hand against his farmer employer. 
The claimant was one of four or more men hired by the employer- 
farmer for a limited period during threshing and silo filling time. 
The act at that time provided that: 


On and after September 1, 1913, every employer of four or 
more employes in a common employment shall be deemed to 
have elected to accept the provisions of sections 2394-3 to 
2394-31 inclusive, . . .*° 


The court held that this should be construed as covering only 
employers who employed four or more persons “ordinarily or for 
some considerable length of time,” and that it did not embrace 
“mere temporary though regularly recurring employment”.** The 
court’s opinion did not reflect any thought to give a particular 
exemption to farmers, but treated the farmer employers as offering 
temporary work: 

Nearly every farmer is likely at some time of the year to employ 
four or more men for a short time—such as harvesting, berry 
picking, barn raising, corn shredding, silo filling, threshing 
and occasional tobacco work. The same is true of nearly every 
other man of affairs who is not engaged in any regular business 
in which four or more employees are engaged.*’ 

But the effect of the court’s interpretation was to extend to 
farmers as well as others employing four or more employees the 
limited exemption from automatic election of the provisions of 
the Compensation Act when the employment was temporary though 
regularly recurring.** 





*163 Wis. 326, 157 N.W. 1094. 
* Wis. Stat. § 2394-5 (2) (1913). 
— v. Haylock, 163 Wis. 326, 328, 157 N.W. 1094, 1095 (1916). 


* Wis. Laws 1917, c. 624. The 1917 legislative amendment with reference 
to the small employer under the Workmen's Compensation Act was apparently 
taken upon the initiative of the Industrial Commission. 

Wisconsin INpusTRiAL COMMISSION, MEMORANDUM ON WORKMEN'S 
CoMPENSATION AMENDMENT Bitts (1917): 

“Bill 406-S Sec. 2394-1 (2) (3) proposed changes in these 
sections aim to bring all employers who employ four or more 
perecee at any time during the year under the Compensation Act. 
t has been the interpretation of the Commission that any employer 
who at any time employs four persons in common employment 
is subject to the act. The oo Court, however, in the case 
of Haylock vs. Kelley and ronson, held that employers of 
four were subject to the act only if ‘such employers as ordinarily 
or for some considerable length of time employ four or more em- 
ployes in a common employment; and mere temporary though 
regularly recurring employment of four or more men for a spe- 
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In Pierce v. Industrial Comm. (1923),8® the court noted that the 
statute now excluded farmers from the application of the Compen- 
sation Act unless they elected to come under it, and raised no ques- 
tion of the reasonableness of the classification. 

In each subsquent case where the employer was a person primar- 
ily engaged in farming, and had chosen not to insure, the supreme 
court routinely applied the statutory exemption. 

The reactions of the court to the legislative preference to farmers 
under the Compensation Act and under the vegetable oil regula- 
tions were different in kind. In the light of Kelley v. Haylock one 
might properly assume that the court was sympathetic to the policy 
of excluding farmers from the Compensation Act. But the legis- 
lature and the court were dealing with two altogether different 
kinds of economic assistance in these two areas. In the vegetable 
oil situation, the legislature was taking sides in market competi- 
tion between two legitimate industries; the court’s unfavorable 
reaction expressed its concern for the unimpeded operation of the 
market as an institution. Workmen’s compensation concerned a 
problem with which the ordinary processes of the market did not 
adequately deal; indeed it was because the problem lay outside 
the ordinary functioning of the market mechanisms that the legis- 
lature intervened. Toward the details of legislative judgment in 
this latter kind of situation, the court apparently felt more neutral.‘ 





cific purpose does not bring the employer within the act.’” 
BULLETIN OF INDUSTRIAL COMMISSION OF WISCONSIN WoRKMEN’S CoM- 
PENSATION AcT (WITH 1917 AMENDMENTS) (1917) Footnote 12: 
“In the case of Kelly v. Haylock 163 Wis. 326, the Supreme 
Court held that an employer must usually have four or more per- 
sons in common employment in order to subject himself, auto- 
matically to the Compensation Act. This amendment has the 
effect of not only subjecting an employer of three or more to the 
act, but doing so regardless of the period of employment, unless 
he has previously elected otherwise 
(a9ast” 906 See Guse v. Industrial ton 189 Wis Wis. 471, 205 N.W. 428, 208 N.W. 493 


926). 
2179 Wis. 189, 190 N.W. 80 (1923). 
“ The following is an outlines of cases reaching the Wis. Su apes Court 
= 1911 to 1956 involving the farmer under the Workmen's Compensation 
ct: 

I. Cases where farmer was employer and had chosen to insure, the 
court found he had elected to come under the Workmen's Compensation Act: 
Hillman v. Industrial Comm., 190 Wis. 196, 208 N.W. a (1926); Wall- 
rabenstein v. Industrial Comm., 195 Wis. 15, 216 N.W. 495 (1928); Gant v. 
Industrial Comm., 263 Wis. 64, 56 N.W.2d 525 (1953); Wisconsin Brother- 
hood of Thresherman Insurance Co. v. Industrial Comm., 220 Wis. 701, 264 
N.W. 837 (1936) see circuit court opinion; Cf. Pruno v. Industrial Comm., 
187 Wis. 358, 203 N.W. 330, 204 NW. 576 (1925) where the farmer was 
held not liable because the injured was not in his e —e- 

II. After the 1915 Amendment the question of whether an employer was 
a farmer or not became a subject of controversy. The following cases an- 
swered that the employer was a farmer and exempt: Powell v. Industrial 
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WISCONSIN SUPREME CourRT CASES 
CONSIDERING THE FARMER UNDER THE TAX EXEMPTION STATUTES 


Tax exemption is another area in which one can observe the 
legislative and judicial response to the importunate farmer. But 
the treatment of the farmer by the court under the tax exemption 
statutes must be read in light of the general policy of the court to 
read tax exemptions strictly, against the privileged class, in doubt- 
ful cases.* 

In Knowlton v. Supervisors of Rock County (1859),4* the court 
invalidated Chapter 179, section 5, Local Laws, 1854. Modifying 
Chapter 93, section 5(2) Local Laws, 1853, the statute had lowered 
the maximum percent of tax on land used for agricultural or horti- 
cultural purposes in the Village of Janesville, to one half of one 
percent; the maximum percent of tax on property in the village 
under Chapter 93 had been one percent of valuation. The court 
noted that: 

. . . the owners of these farming lands, conceiving themselves 


too greatly and unequally burthened by taxation for the sup- 
port of the new city government, applied to the legislature at 





Comm., 193 Wis. 38, 213 N.W. 651 (1927); Connor Lbr. & L. Co. v. In- 
dustrial Comm., 244 Wis. 327, 12 N.W.2d 67 (1943); Eberlein v. Industrial 
Comm., 237 Wis. 555, 297 N.W. 429 (1941); Vandervort v. Industrial Comm., 
203 Wis. 362, 234 N.W. 492 (1931). Cf. Severson v. Industrial Comm., 221 
Wis. 169, 266 N.W. 235 (1936); Kraft v. Industrial Comm., 201 Wis. 339, 
230 N.W. 36 (1930); Pierce v. Industrial Comm., 179 Wis. 189, 190 N.W. 80 
(1923); Heal v. Industrial Comm., 197 Wis. 95, 221 N.W. 389 (1928). 

The issue of whether a farmer was an employee thus making his 
employer responsible for him under the act, or whether he was an independent 
contractor, reached the Supreme Court twice in the thirties and in both cases 
the farmer was found to be an employee in the particular fact situations: 
Nestle’s Food Co. v. Industrial Comm., 205 Wis. 467, 237 N.W. 117 (1931); 
Eagle v. Industrial Comm., 221 Wis. 166, 266 N.W. 274 (1936). 

V. The issue of whether a farmer who was the employer and depend- 
ent of an employee who died from injuries could recover was raised in Inde- 
pendence Indemnity Co. v. Industrial Comm., 209 Wis. 109, 244 N.W. 566 
(1932), and the court held that the farmer could not recover from the insur- 
ance because he would have to show himself liable first, and this would 
bar his recovery. But in Thunder Lake L. Co. v. Industrial Comm., 188 Wis. 
418, 206 N.W. 177 (1925) the court held the dependent farmer could re- 
cover in that the employee was working for another at the time of injury. 

“LInited States Nat. Bank v. Poor Handmaids, 148 Wis. 613, 617, 135 
N.W. 121, 123 (1912); Ohio Life Insurance & Trust Co. v. Debolt, 57 ULS. 
(How.) 230, 238 (1853); Katzer v. Milwaukee, 104 Wis. 16, 80 N.W. 41 
(1899); State ex rel. Milwaukee Street R. Co. v. Anderson, 90 Wis. 550, 63 
N.W. 746 (1895); State ex rel. Bell v. Harshaw, 76 Wis. 230, 240, 45 N.W. 
308, 312 (1890); Armory Realty Co. v. Olsen, 210 Wis. 281, 291, 246 N.W. 
513, 517 (1933); Milwaukee E. R. & L. Co. v. Public Service Comm., 236 
Wis. 631, 634, 296 N.W. 58, 59 (1941); First Wisconsin Trust Co. v. De- 
partment of Taxation, 248 Wis. 21, 27, 20 N.W.2d 647, 650 (1945). 


“9 Wis. *410. 
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the session of 1854, for a modification of the rule of taxation 

as prescribed in the section above quoted, when it enacted, 

sec. 5, ch. 179, Local Laws, 1854, . . .48 

The court held that the modification violated the uniformity 
clause of the Wisconsin Constitution. The taxing authority argued 
that the uniformity clause merely required uniformity within a 
particular class. The court rejected this contention, because it 
viewed the constitution as aimed at pressure groups: 


Je are of the opinion that these are the very mischiefs which 
they intended to guard against and prevent. Single individuals 
have seldom acquired such an influence over the legislative 
mind as to secure to themselves the advantages arising from 
such legislation. There was little danger to be apprehended 
from that source; but the combined influence and efforts of 
corporations and classes had.‘ 


The striking aspect of the case, from the standpoint of this 
essay, is that the court thus reacted against a felt danger of group 
attempts for special privileges in taxation, even though the farm 
interest was involved. 

Douglas County Agricultural Society v. Douglas County (1899)** 
was an action by an agricultural society to quiet title, and to void 
taxes levied against land plaintiff had leased. The statute exempted 
land “owned and used” by such an agricultural society for fair- 
grounds. The court held that land “owned and used” did not in- 
clude land leased and used invoking the general rule that in 
doubtful cases a statute conferring a special privilege in respect to 
taxation should be read against extension of the privilege.* 

Albion v. Trask (1950)** was a suit to enforce payment for de- 
linquent taxes assessed on turkey poults and brooder houses. Wis- 
consin Statutes, section 70.11(12) exempted from the personal prop- 
erty tax, 


(a) The tools of a mechanic kept and used in his trade and 
arm, orchard and garden machinery implements and tools, 
actually used in the operation of any farm, orchard or garden, 
or any new farm machinery, horse or power drawn, stocked 
and owned by a retailer, for farm use. 


(6) Poultry not exceeding in value twenty-five dollars. 





“Id. at *414. 

“Td. at *423. 

“104 Wis. 429, 80 N.W. 740. 

“ Katzer v. Milwaukee, 104 Wis. 16, 80 N.W. 41 (1899). 
“256 Wis. 485, 41 N.W.2d 627. 
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(g) And all farm animals and furbearing animals born after the 
irty-first day of December next preceding the day of assess- 
ment.*® 
The court reiterated a familiar principle as providing the frame- 
work for decision: 


To these exemption provisions there are applicable the well- 
established rules of construction that, “.... tax exemptions, 
deductions, and privileges are matters purely of legislative 
grace and tax statutes are to be strictly construed against the 
granting of the same, and one who claims an exemption must 
int to an express provision granting such exemption by 
anguage which clearly specifies the same, and thus bring him- 
self clearly within the terms thereof.” Comet Co. v. Depart- 
ment of Taxation, 243 Wis. 117, 123, 9 N.W.2d 620; . . .* 

The court held the turkeys exempt to the limit of $25 under 
subsection (f), but ruled that the brooder houses were not “imple- 
ments” within subsection (a), and hence were not exempt. 

Mr. Justice Fairchild, dissented from the court’s ruling that 
limited the poultry exemption to $25 under subsection (f). The 
dissenter pointed to the probability that, in the general context 
of the statute, the $25 exemption for poultry was intended to apply 
only to poultry held over; young poultry should be deemed exempt 
under subsection (g), exempting all farm and furbearing animals 
born after December 31 next preceding the assessment. Poultry 
held over beyond the assessment day until the succeeding assess- 
ment were taxable. 

Thus, it was suggested, subsection (g) was intended to cover 
young farm and furbearing animals, including poultry, and sub- 
section (f) was intended to exempt poultry held over, to the limit 
of $25. 

The dissent argued, further, that breeders typically suffered 
large losses of young turkeys, and that if the young birds survived, 
they would in all probability be disposed of, and the profits would 
fall under the income tax.*® Surely, thought the dissenting Justice, 
the legislature would not intend to tax poultry which did not sur- 
vive; on the other hand, since such poultry as did survive would 
create an occasion for tax when it turned into income there would 
be no loss to the revenue. If poultry was held over it would be 
taxed as personal property at the succeeding assessment. 

Whether or not the legislature originally had the intention sug- 





“Wis. Srat. § 70.11(12) (a),(f),(g) oy" 
“ Albion v. Trask, 256 Wis. 485, 487-88, 41 N.W.2d 627, 629 (1950). 


"Id. at 491, 41 N.W.2d at 630 
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gested by Mr. Justice Fairchild, it promptly thereafter (1951) 
amended the statute by repealing the $25 poultry exemption and 
explicitly adding “farm poultry” to farm and furbearing animals 
as exempted stock.*? 

In Mitchell v. Horicon (1953),° the city assessed and collected 
taxes on three new farm tractors which the plaintiffs, dealers in 
farm machinery, kept for sale. Wisconsin Statutes, section 70.111 
provided that: 

The property described in this section is exempted from gen- 
eral property taxes: . . . . (9) TOOLS, MACHINERY. The tools 
of a mechanic kept and used in his trade and farm, orchard 
and garden machirery implements and tools, actually used 
in the operation of any farm, orchard or garden, or any new 
farm machinery, horse or power drawn, stocked and owned 
by a retailer for farm use.** 

The court construed the statute to exempt only that farm ma- 
chinery which had no power of its own and must be moved by an 
independent force, such as horse or mechanical power. On this 
reading, the exemption excluded tractors. 

Counsel for the taxpayer urged: 

.. . that it was the legislative purpose to make available to 

farmers in the spring extensive stocks of farm equipment and 

to aid this purpose, by encouraging dealers to carry large 
stocks, the legislature exempted farm machinery from the usual 

May Ist assessment and tax liability.*¢ 

Moreover, the taxpayer invoked administrative practice in sup- 
port of his interpretation, contending that from the time the re- 
tailers’ stock exemption was enacted in 1941 until 1950 when the 
taxation department instructed assessors to assess farm tractors in 
the hands of dealers, it was the general practice of assessors to 
exempt farm tractors. 

The court found here a collision of principles of construction, 
and, significantly, preferred that rule which specifically favored 
the public revenue: 

Practical construction, it is true, has its place in the interpreta- 

tion of statutes whose meaning is doubtful. The trouble with 

that argument here is that it is a fundamental rule of taxation. 
that, if there is doubt, the doubt must be resolved against the 
party claiming an exemption.*® 
= Wis. Star. § 70.111(2) (1955). ANtMaLs. Farm poultry, farm animals 
and fur-bearing animals under 4 months of age. 
= 264 Wis. 350, 59 N.W.2d 469 


"Wis. STAT. § 70.111(9), 1951). Toots, MACHINERY. 
= Mitchell v. Horicon, is. 350, 352, 59 N.W.2d 469, 470 (1953). 
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The decisions have uniformly restricted the tax privileges secured 
by farm interests. In the margarine area the court protected the 
free action of the market from an industry’s attempts to secure a 
privileged position. In tax exemption decisions, the court reacted 
to the agricultural interest as it did to other particular groups that 
attempted to lessen their fair share of the tax burden of govern- 
ment. In these cases, the court simply followed its general rule 
that tax exemptions be strictly construed against the privileged 
claimant in doubtful cases. 


WISCONSIN SUPREME CourRT CASEs CONSIDERING 
THE FARMER UNDER THE HOMESTEAD EXEMPTION STATUTES 


Until amended in 1935 and 19495° the homestead exemption 
statutes plainly conferred an extended privilege of exemption for 
agricultural land around a homestead, above the exemption given 
to homestead land located in a city or village.*’ The court's treat- 
ment of this legislation affords a contrasting insight upon judicial 
reactions to other statutory favors for farmer interests, for here 
the court was neither shocked nor troubled by the additional ex- 
emption given the country homestead owner. More, it significantly 
extended the statutory exemption. 

The homestead exemption expressed the concern of Jacksonian 
Democracy to assist the common man.** The court found the legis- 
lation a reasonable scheme to carry out the mandate of the Wis- 
consin Constitution: 


The privilege of the debtor to enjoy the necessary comforts of 
life shall be recognized by wholesome laws, exempting a reason- 





* Wis. Laws 1949 c. 245. 


* Wis. Stat. § 272.20 (1933): 
“Homestead exemption. (1) A homestead to be selected by the 
owner thereof consisting, when not included in any city or village, 
of any quantity of land, not exceeding forty acres, used for agri- 
cultural purposes; and when included in any city or village of 
any quantity of land not exceeding one-fourth of an acre and 
the dwelling house thereon and its appurtenances owned and 
occupied by any resident of this state shall be exempt from 
seizure or sale on execution, . . .” 

Wis. Stat. § 272.20 (1947): 

“Homestead exemption definition. (1) A homestead selected by 
a resident owner not exceeding forty acres of land, when used 
for agricultural purposes; and when otherwise used not exceeding 
one-fourth of an acre and the dwelling house thereon and its 
appurtenances and occupied by him shall be exempt from ex- 
ecution. .. .” 

® Farnam, CHAPTERS IN THE History oF Sociat LEGISLATION IN THE 

Unirep States To 1860, Ch. XI (1938). 
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able amount of property from seizure or sale for the payment 
of any debt or liability hereafter contracted. 


Against the background of constitutional policy, liberal con- 
struction was the rule of interpretation in the homestead cases.*° 

This liberal construction found expression in a wide range of 
situations, the extent of which emphasizes the consistency of the 
court’s approach. 

One important body of cases defining further the property pro- 
tected by the homestead exemption effectively extended the defini- 
tion of an exempt homestead. Asked to determine when the exemp- 
tion attaches, the high court held that the exemption relates back 
to the time of purchase once overt acts evidence a claimant’s inten- 
tion of taking certain land as a homestead.*! Further, the court 
in effect eliminated the statutory requirement that a showing be 
made that the land was used for agricultural purposes.*? It allowed 
a testator to devise his homestead in separate exempt parcels.®* 
And it established that failure to select the boundaries of one’s 
homestead results in tacit selection of the surrounding government 
division.“ 

A surprising group of decisions establish that the exemption 
continues even though the claimant attempted to dispose of his 
land to defraud his creditors.*° It continues though a claimant 
made a colorable transfer in an attempt to obtain a second exemp- 
tion.** One decision held that the exemption persisted though the 
claimant conveyed his homestead in accordance with a contract 
which eventually fell through.** 

Probably the decision most typical of the court’s method of ap- 
plying the homestead exemption is seen in a decree that a claimant 
is entitled to insist that only his nonhomestead property be used 
to satisfy a purchase money mortgage covering both the nonhome- 
stead property and the homestead, despite the effect be to leave 
unsatisfied general creditors.** 





*” Wis. Const. Art. I, gi” 

* Krueger v. Pierce, 3 Wis. 269 (1875); Zimmer v. Pauley, 51 Wis. 
282, 8 N. 219 (1881); Scofield v. Hopkins, 61 Wis. 370, 21 N.W. 259 
(1884) ; Larson v. State Bank of Omega, 201 Wis. 313, 230 N.W. 132 (1930). 

* Scofield v. Hopkins, 61 Wis. 370, 21 N.W. 259 (1884); Shaw v. Kirby, 
93 Wis. 379, 67 N.W. 700 (1896). 

“Binzel v. Grogan, 67 Wis. 147, 29 N.W. 895 (1886); Roche v. Du 
Bois, | 223 Wis. 438, 7 271 N.W. 84 (1937 ). 
7 v. Harrison, 41 Wis. 381 (1877). 

ent v. Lasley, 48 Wis. 257, 4 N.W. 23 (1880). 
pr wn v. Root, 68 Wis. 128, 31 N.W. 712 (1887). 

Kopf v. “yn 240 Wis. 10, 1 N.W.2d 760 (1942). 

* Murphy v. Crouch, 24 Wis. 365 (1869). 
* Hanson v. Edgar, 34 Wis. 653 (1874); Carey v. Boyle, 53 Wis. 574, 
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Some cases have set limits to the homestead exemption where it 
encounters rights or concepts fixed by other well established doc- 
trine. Thus, a claimant’s privileges are limited by rights under 
mechanic’s liens,*® and by rights of others against unjust enrich- 
ment. With exceptions,”° the court has limited the definition of 
what is a homestead to what could be done under the name of 
reasonable construction of the statute.** In addition, the court 
has declared the homestead privileges are not vested rights, but 
subject to legislative modification."? 

The story of the farmer and the homestead exemption is much 
like the story of the farmer and the tax exemption. In each area 
the court looks at the farmer, only as another in a class of indi- 
vidual interests. In tax exemption the court sees its role as pro- 
tector against the privileges granted to the successful proponents. 
But in homestead exemption cases the court regularly extended the 
favors beyond the legislative word, as administrator of a mandate 
to aid the debtor. 


The court has applied the presumption of constitutionality to 
statutes with such vigor as to make it extremely difficult to upset 
a statute on the basis of due process or equal protection clause 
objections. History here examined, however, shows that in the 
course of statutory interpretation, the judges may in effect to some 
significant extent give rein to their own concepts of policy as against 
those of the legislature. This is not so drastic as invalidating a 
statute, but it may require that the legislature take a second look 
at a problem, and thus may effect the balance of power between 
the legislature and the judiciary. 

RICHARD M. GOLDBERG 





11 N.W. 47 (1881); Clancey v. Alme, 98 Wis. 229, 73 N.W. 1014 [pars 
wa Mortgage & S. Co. v. Kriesel, 191 Wis. 602, 211 N.W. 

“Darling v. Neumeister, 99 Wis. 426, 75 N.W. 175 (1898). 

* Binzel v. ae te 67 tir Rit 29 N.W. 895 (1886); Roche v. Du Bois, 
223 Wis. 438, 27 37). 

™ Bunker v. Locke, ist Wis. 7k (1862); Hornby v. Sikes, 56 Wis. 382, 
14 ony 278 (1882); Sheldon v. Johnston, 242 Wis. 442, 8 N.W.2d 269 
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™ Bull v. Conroe, 13 Wis. *233 (1860). 











NOTES 


INHERITANCE TAX VALUATION: UNLISTED STOCK IN 
A CLOSELY HELD CORPORATION. Estate of Gooding’ in- 
volved a problem of valuation of stock in a closely held corpora- 
tion for state inheritance tax purposes. Certain actual sales of 
the stock were not considered indicative of clear market value,? 
as the only active bidder was the corporation itself. Deceased 
was an officer of the Wisconsin Box Corporation and an owner of 
about one-third of its stock. Following an objection to the valua- 
tion by the estate’s representatives there was a hearing in which 
extensive testimony was given by expert witnesses for both the 
estate and the Department of Taxation as to the value of the 
stock of the corporation. 

The witnesses for each party used as a basis for valuation a 
comparison of the stock of the Wisconsin Box Corp. with that of 
the General Box Corp. which was listed on a stock exchange. Both 
corporations were engaged in the manufacture of wire bound 
boxes. Records of the Wisconsin Box Corp. showed a steady de- 
cline in earnings, a retirement of fixed assets, depletion of reserves, 
high dividend payments in relation to earnings, and poor future 
prospects. General Box Corp., on the other hand, showed a much 
greater increase in sales, a general increase in its fixed property, 
and a continual reinvesting of earnings for further production 
facilities. The Department of Taxation’s expert determined ratios 
of the market value of General Box stock to its dividends, earnings, 
and book value and applied these ratios to the corresponding fac- 
tors for Wisconsin Box to determine a market value of $193. The 
expert for the estate stressed the lack of aggressive management, 
the retirement of assets, and the decline in earnings of Wisconsin 
Box, and valued the stock at $90. The trial court’s determination 
of $140 was just shy of the average between the two valuations. 
This valuation was sustained on appeal, the estate having failed 
to sustain the burden of proving that the valuation was erroneous.* 
The court cited decisions dealing with the valuation of stocks for 
purposes of federal estate and gift tax, since they also involve the 
application of the same test of market value. 

7269 Wis. 496, 69 N.W. 2d. 586 (1955). 
* Wis. Stat. §§ 72.01 (8), 72.15 P), ise?) “fair market value” re- 


quired in Wis. Stat. §§ 72.13 and 72.14 ) 
*Estate of Gooding 269 Wis. 496 514, 69 N.W.2d 586, 595 (1955). 
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Neither Federal estate tax requirements,* nor Wisconsin inher- 
itance tax statutes,® nor cases* furnish a formula to determine “fair 
market value” or “clear market value”. The determination appears 
to be one of judgment after considering relevant factors. Section 
2031 (b) of the Internal Revenue Code of 1954 provides that where 
sale prices of stock are not determinative “the value thereof shall 
be determined by taking into consideration, in addition to all 
other factors, the value of stock or securities of corporations en- 
gaged in the same or a similar line of business which are listed on 
an exchange”. The “other factors” consists of the company’s net 
worth, earning power, and dividend paying capacity.’ 

Case rulings on what are relevant factors are far from consistent. 
Virtually every factor cited in the federal statutes and regulations 
has been stressed by some court as the prime, if not the exclusive, 
factor in determination of value in a particular case. In a number 
of recent cases the courts have prefaced their determination of 
value with a recital of those factors enumerated in the regulations.* 
This makes it difficult to ascertain which factors chiefly motivated 
the court. 

The determination of value of the county court® must be sustain- 
ed unless on appeal error of law is found, or the determination is 
found to be contrary to the great weight and clear preponderance 
of the evidence.*° Where federal estate taxes are involved the 
taxpayer challenges the determination of the Commissioner of In- 
ternal Revenue by appealing first to the Tax Court and then to a 
federal district court. Since the standards for determining valua- 
tion are vague and lacking in uniformity and since the valuation 
of the assessor is largely a subjective determination, there is thus 
placed on the taxpayer an extremely heavy burden of proof. 

The general rule seems to be that the petitioner must do more 
than show an over-valuation; he must show what the valuation 





*LLS. Treas. Reg. 105, § 81.10 (c) (1956). 

*Wis. Stat. § 72.01 (8) (1955). 

*Couzens, 11 B.T.A. 1040, 1165 (1928). The court states: “. . . [T]he 
problem of valuation of the common stock of a closely owned manufacturing 
corporation has not yet been developed so far that any particular method of 
reasoning in respect of it is authoritative. . .” 

"ULS. Treas. Reg. 105, § 81.10 (c) (1956). A more detailed enumeration 
of factors to be considered is found in Rev. Rul. 54-77, 1954-1 Cum. Butt. 193, 


§ 6. 

*Schnorbach v. Kavanagh, 102 F. Supp. 828 (W.D. Mich. 1951); Es- 
tate of Bakewall, 14 CCH Tax Ct. Mem. 144 (1955); Estate of Fitts, 14 CCH 
Tax Ct. Mem. 1065 (1955). 

* Wis. Stat. § 72.15 (1) (1955). 

* Estate of Nieman, 230 Wis. 23, 283 N.W. 452 (1939). 
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should be.'? There is authority for the position that the petitioner 
has less of a burden where he has not already paid the tax and 
need show only that the commissioner’s valuation was wrong.’” 
The valuation of the Department of Taxation or commissioner 
is prima facie evidence of validity and will be sustained if there is 
a lack of evidence to the contrary’ or substantial evidence to 
support it.1* 

Courts appear to be split as to the presumption of validity of 
the commissioner’s valuation when the commissioner reveals the 
method used in arriving at a valuation and that method involves 
consideration of only one factor. In such a case it has been held 
that the validity of the determination depends upon the validity 
of the method employed.** However there is authority to the 
contrary.*¢ 

The problems of the petitioner on appeal are greatly increased 
where the court has not pinpointed the factors that actually moti- 
vated its valuation. Where the court has simply listed the factors 
which the regulations’ require to be considered, the determination 
of the court is rendered almost “appeal proof’”.'® 


WISCONSIN APPLICATION 


Estate of Gooding indicates that Wisconsin courts will deviate 
from the usual practice in giving weight to the factor of compar- 
ison with other corporations in the same or similar business. The 
Code’ regards this as but one of several relevant factors to be con- 
sidered. Emphasis is generally placed on this only where the cor- 
porations are truly comparable in all respects,?° although small 
differences may be tolerated.*+ 

The subjects of comparison in the Estate of Gooding, the Wis- 





™ Forbes v. Hassett, 124 F.2d 925 (1st Cir. 1942). 
“Worcester County Trust Co. v. Commissioner, 134 F.2d 578 (1st Cir. 


1943). 
Estate of McGrew, 46 B.T.A. 623 (1942). 
“ Krauss v. United States, 51 F. Supp. 388 (E.D. La. 1943). 
* True v. United States, 51 F. Supp. 720 (E.D. Wash. 1943). 
* Estate of Jaeger, 33 B.T.A. 989 (1936). 
* LLS. Treas. Reg. 105, § 81.10 (c); Rev. Rul. 54-77, 1954-I. Cum. Butt, 


193, 

A tate of Bakewell, 14 CCH Tax Ct. Mem. 144 (1955); Estate of Fitts, 
14 CCH Tax Ct. Mem. 1065 (1955); Schnorbach v. Kavanagh, 102 F. Supp. 
828, 837 (W.D. Mich. 1951). In the latter case the court states: “By giving 
consideration to all of the relevant facts which may properly be considered, 
as set forth and discussed in this opinion, the court concludes that the 
stock .. . had a fair market value of $6.50 on the valuation date.” 

* Int. Rev. Cope or 1954, § 2031 (>). 

” Estate of Ewing, 9 CCH Tax Ct. Mem. 1096 (1950). 

"Cochran v. Commissioner, 7 CCH Tax Ct. Men 325 (1948). 
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consin Box Corp. and the General Box Corp., differed substantially 
as to trend of earnings, reinvestment of earnings, dividend distribu- 
tion policies, and growth trends and future prospects. Notwith- 
standing these differences the court accepted the General Box Corp. 
for comparison tests and expressly adopted the test of comparison 
with other similar corporations which are listed on an exchange if 
“comparative data is obtainable.”*? Though the emphasis in other 
jurisdictions is upon the degree of similarity between the compared 
corporations, the vital element in Wisconsin is simply the existence 
of comparable data. A further difference is that the Wisconsin 
court used the comparison as the framework in which all other 
elements were considered rather than as just one of several factors 
to be considered independently. 

It would seem that the significance of the court's disregard of the 
two sales of Wisconsin Box stock nearest the death of Gooding is 
the addition of another test to those of good faith and willing 
buyer-willing seller. In refuting the validity of these sales as de- 
terminants of valuation the court mentions the lack of prospective 
buyers other than the corporation itself and the lack of awareness 
on the part of the seller as to the actual worth of the stock. 


Factors CONSIDERED BY COURTS 
Book Value 


The use of the book value of stock, derived from dividing the 
book value of the net assets by the number of shares, has gained 
general acceptance as a determinant of valuation.** A substantial 
objection to this method, though, is the difficulty of appraising 
certain intangible considerations such as appreciation or decline 
in value which are necessarily concerned in figuring present 
values of assets. Also where minority interests are involved the 
shareholder is unable to force liquidation of the entire assets of a 
corporation so as to convert book value into cash.** 

The tendency is to consider book value as only one of several 
factors in arriving at a valuation. Hence the commissioner’s valua- 
tion has been struck down when based on book value alone even 
though there were compelling reasons for emphasis of that factor 
as where assets consisted of stocks of other corporations.*5 There 
are some situations though where book value may properly be the 
basis for determination of value by the court: (1) where the com- 

* Estate of Gooding, 269 Wis. 496, 509, 69 N.W.2d. 586, 593 (1955). 


® Brooks v. Willcuts, 78 F.2d 270 (8th Cir. 1935). 
ai v. Commissioner, 85 F.2d 598 (3rd Cir. 1936). 
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missioner’s valuation is based on book value, and that valuation 
is given a presumption of validity and sustained in the absence 
of sufficient controverting evidence,* and (2) where it appears that 
earnings, dividends, etc. do not accurately reflect the stock’s worth?’ 
and that book value is the only available factor “which could be 
intelligently used”’.** 

The emphasis given book value in relation to other factors may 
depend upon the nature of the corporation itself. Where the cor- 
poration’s assets themselves are highly marketable the factor is given 
its greatest weight.*® But where the corporation’s income is largely 
derived from the sale of manufactured goods or services, book value 
of assets becomes less accurate as a reflection of value. 


Earnings 


Courts have considered past earnings as competent evidence 
of future earning potential in determining the value of stock. The 
importance of this factor is based on the tendency of persons to 
consider the value of stock as reflected in what the stock will earn.*° 
The courts will generally regard it as but one of several relevant 
factors*! and a valuation based entirely on earnings may be upset 
even where the commissioner gives lip service to the other relevant 
factors.** Other cases, however, have upheld the commissioner's 
valuation although it appeared the valuation was based primarily 
on earnings.** 

The earnings valuation factor is derived by capitalizing the 
average earnings of the corporation for a given period at a rate 
commensurate with that of other comparable companies. The diffi- 
culty lies in the determination of the capitalization rate and period. 
There are no set tables in general usage as to rates for various 
businesses though attempts to do so have been made.** Internal 
Revenue Rule 54-77% lists these factors to consider in deciding 





* Estate of Freed, 6 CCH Tax Ct. Mem. 216 (1947). 

"Estate of Hogan, 3 CCH Tax Ct. Mem. 315 (1944): a highly com- 
petitive business involved; Estate of Nathan, 166 F.2d 422 (9th Cir. 1948): 
where corporate assets were loaned out to shareholders. 

* Estate of Nathan, 166 F.2d 422, 424 (9th Cir. ve 

* Brooks v. Willcuts, 78 F.2d 270 (8th Cir. 1935). 

* Borg v. International Silver Co., 11 F.2d 147 (2nd Cir. 1925); Estate 
of Ho , 41 B.T.A. eg | eg ? 

orcester County Trust Co. v. Commissioner, 134 F.2d 578 (1st Cir. 


Estate of Bradley, 2 CCH Tax Ct. Mem. 609 (1943). 
* Borg v. International Silver Co., 11 F.2d 147 (2nd Cir. 1925); Estate 
of Hoo ai B.T.A. 114 (1940). 
-H 1932 Federal Tax Serv. q 23, 143. 
“Rew Rul. 54-77, 1954-I, Cum. Butt. 193, § 6. 
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upon a capitalization rate: nature of business, the risk involved, 
and the stability or irregularity of earnings. A method frequently 
used is that of averaging the ratio of earnings to stock price for 
several comparable corporations and applying that average to the 
earnings average of the corporation in question.** There have 
been attempts to arrive at rates from an evaluation of the risks of 
the whole industry plus the risks of one particular business.** 

No definite number of years is universally accepted as a repre- 
sentative period for all corporations.** The period is significant 
only as it gives a reasonable indication of future earnings and so 
the length will naturally vary from case to case. Five years seems 
to be the most typically selected period though it will not suffice 
for all cases.*® Courts have regarded 10 years as so long as to neces- 
sarily involve factors too remote to the present question*® and 10 
months as too short to reflect any reliable figures.** 

The weight accorded the earnings factor in the final valuation 
figure should vary with the facts of the corporation in question. 
The courts are likely to consider whether there have been wide 
fluctuations in earnings‘? or where the recent past has not included 
“normal” times or where there has been a definite rise or decline 


in earnings. 
Dividends 


Since records of past dividends are important to an investor in 
stock as indicative of future dividends, it is natural for the courts 
also to consider this factor in arriving at a determination of value.** 
Capitalization of dividends as a sole method of valuation has been 
sustained in the absence of evidence to the contrary by the peti- 
tioner** although it has been held error as a matter of law to base 
a determination on this one factor.*® While the courts regard divi- 
dends as just one of several factors to be considered in arriving at a 
valuation it is a very important factor and a determination which 
fails to give sufficient emphasis to this factor runs the risk of being 
upset.*® The emphasis should be on the dividends paying capacity 





*Estate of Olney, 5 CCH Tax Ct. Mem. 503 (1946). 
"Estate of Nieman, 230 Wis. 23, 283 N.W. 452 (1939). 
of of C. F. Hovey Co., 4 B.T.A. 175 (1926). 


“Estate of Cherry, 5 CCH Tax Ct. Mem. 495 (1946). 
“rR. H. — & Co. v. Commissioner, 12 POH} 328 (1928). 


* Staley ommissioner, 41 are 752 (1940 
« Estate of Cook, 9 T.C. 563 o~ 
“Estate of Tennant, 8 CCH t. Mem. 143 (1949). 


“Cochran v. Commissioner, 7 CCH Tax Ct. Mem. 325 (1948). 
“Estate of Hehnae, 9 CCH Tax Ct. Mem. 524 (1950). 
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of the corporation rather than upon its record of dividends paid. 

In all closely held corporations there must be the consideration 
of the possibility of an imperfect correlation between dividends 
and fair market value where the corporation has an abnormal! 
system of dividend distribution. This is especially true of a small 
corporation in contrast to one with many stockholders. This im- 
perfect correlation is due generally either to attempts to withhold 
dividends for possible tax savings by distributing the surplus 
through some other channels or the dependence of the dividend 
policy of the corporation upon the financial needs of its stock- 
holders. Where these conditions exist the reliability of the divi- 
dend factor as a determinant of value is necessarily reduced and 
the courts will not sustain a finding of valuation based on it.‘ 
Since it is the future dividends that are significant, some courts, 
realizing that considerations other than the actual financial position 
of the corporation are necessarily involved in the determination of 
dividend policy, are understandably reluctant to give great credence 
to this factor. 


Comparison With Listed Securities of Similar Businesses 


The method of comparison with the stock of other similar cor- 
porations listed on an exchange is significant because of its com- 
paratively recent insertion in the statutes** and by its specific enum- 
eration as a relevant factor in § 2031 (b) of the 1954 Code.*® The 
method involves finding corporations that are truly comparable 
and for each finding the ratio between market value and such 
factors as book value, earnings, and dividends. These are then 
averaged and the resultant ratio applied to the corporation in 
question.*° The premise underlying this factor seems to be that 
economic conditions will similarily affect all corporations in the 
same business and thus the method automatically accounts for 
various intangibles by independent judgment. 

It seems obvious that the validity of the method as a determinant 
will vary with the extent of similarity between the corporations 
being compared. The reliance of the court upon this factor will 
likewise reflect the similarity or lack of it between the corpora- 
tion.* Small differences do not seem to preclude the use of this 





« Appeal of Stearns, 1 B.T.A. 1252 (1925). 
“Int. Rev. Cope or 1939, § 811 (k), 58 Stat. 71 (now Int. Rev. Cone 
OF -. 2031 (b)). 
. Cove oF 1954 § 2031 (b). 
oe wel . Commissioner, 7 CCH Tax Ct. Mem. 325 (1948). 
™ Similarity ‘approved: Estate of Ewing, 9 CCH Tax Ct. Mem. 1096 
(1950); Cochran v. Commissioner, 7 CCH Tax Ct. Mem. 325 (1948); Estate 
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method.*? Other disadvantages of this method other than a lack 
of similarity include a tendency to pick as representative only those 
corporations having ratios close to the desired one and the fact that 
listed stocks will generaliy sell at a higher price than comparable 
unlisted stocks due to the former’s greater marketability.** 


Decedent’s Position as an Important Officer of the Corporation 


The fact that the decedent was an officer of the corporation 
actively engaged in management or largely instrumental for its 
successful operation is a vital factor to be considered in any valua- 
tion. It is quite manifest that the death of such an officer would 
lessen the value of the stock in the eyes of a prospective purchaser. 
In view of the frequency with which this situation must arise it is 
surprising how seldom this factor is mentioned by the courts. In 
such a case one court gave approval to the action of the estate in 
taking a deduction from its asset based valuation of an amount 
representing the decrease in value due to the death.* Another 
court criticized the method of respondent for failing to consider 
the testimony that the sole salaried officer in charge was “getting 
along in years”.5® 

Recognition of this factor under the Federal government is made 
in Rev. Rul. 54-77, 1954-1 Cum. Bull. 187,189: “The death of the 
manager of a so-called ‘one-man’ business may have a depressing 
effect upon the value of the stock of such business, particularly if 
there is a lack of trained personnel capable of succeeding to the 
management of the enterprise.” So “the effect of the loss of the 
manager on the future expectancy of the business, and the absence 
of management-succession potentialities are pertinent factors to be 
taken into consideration.”®* 


Other Factors 


One of the many other factors considered by the courts in arriving 
at a valuation is that of future prospects. “A sound appraisal of 
a Closely held stock must consider current and prospective economic 
conditions as of the date of appraisal, both in the national economy 





of Webb, P-H 1944 T.C. Mem. Dec. @ 44,151. Denied in: Estate of Fish, 
1 ty 882 (1925); Estate of Brittingham, P-H 1942 T.C. Mem. Dec. 


* 


™ Cochran v. Commissioner, 7 CCH Tax Ct. Mem. 325 (1948). 


* Id. 
“Irving Bank Columbia Trust Co. v. Commissioner, 16 B.T.A. 897 (1929). 
™ Worcester County Trust Co. v. Commissioner, 134 F.2d 578 (ist Cir. 


3). 
b 1954-1 Cum. Butt. § 187, 189. 
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and in the industry or industries with which the corporation is 
allied.” It is natural that a corporation with excellent future 
prospects shall have its stock more highly regarded because of 
those prospects.°® Where the outlook was very bleak the court 
considered this in determining that the valuation was less than that 
established by recent sales between willing buyers and sellers.*® 
This factor, though, is seldom given independent significance by 
the courts. It is generally applied in considering the other factors 
of earnings, dividends, and comparisons. Here future prospects 
help determine the validity of those factors as accurate indications 
of future earnings and dividends and therefore are inextricably 
combined with them.*° 

Good will is a factor deserving of consideration.*t However, it 
is seldom discussed in the cases as the courts are inclined to con- 
sider good will as automatically reflected in past earnings and hence 
no independent valuation is necessary. There have been attempts 
to arrive at a definite ratio for good will based on a capitalization 
of that portion of earnings attributable to intangible factors.*? 


CONCLUSION 


The uncertainty in the area of valuation of stock in a closely 
held corporation exists in Wisconsin as in other jurisdictions in 
the United States. This uncertainty increases the already heavy 
burden on the petitioner to show that the valuation of the com- 
missioner or the Department of Taxation was erroneous. 

Generally it may be said that the courts will subscribe to a con- 
sideration of all those elements of valuation outlined in the regu- 
lations except where special facts compel a disregard of certain 
factors. Wisconsin in Estate of Gooding appears to deviate from 
the methods generally used in that it uses the “comparison with 
other similar corporations” test as the framework for considering 
all factors and requires only that comparable data be obtainable 
as between those corporations. 

Somewhat disconcerting is the recent tendency of the courts not 
to reveal the method actually employed in arriving at a determina- 
tion but instead prefacing their valuation with a recital that all 
relevant factors have been considered. By such a recital the court 





"Id. at 189. 
™ Worcester County Trust Co. v. Commissioner, 134 F.2d 578 (1st Cir. 


1943). 

Horlick v. Kuhl, 62 F. Supp. 168 (E.D. Wis. 1950). 
"Estate of Smith, 9 CCH Tax Ct. Mem. 907 (1950 
“Rev. Rul. 54-77, 1954-I Cum. Butt. 187, 189. 
© Shunk v. Commissioner, 10 T.C. 293 (1948). 
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can render the determination so made virtually safe from appeal. 
The reader can only infer from the court’s comments as to the evi- 
dence of the case what factors actually motivated the court. This 
seems to add an unfair burden to the petitioner and points up the 
need for greater uniformity in methods of computing valuation of 


stock in closely held corporations. 
Don M. STICHTER 





THE MUENCH CASE: A BETTER TEST OF NAVIGABILITY. 
When the illusive beauty of a babbling stream is recognized as a 
public right protected by law for the benefit of all nature lovers 
who desire to enjoy it against the desires of commercial entre- 
preneurs, then surely the law can be said to have taken a giant 
step forward. The Wisconsin Supreme Court took a position which 
seemed to further extend the beneficial enjoyment of its streams to 
all of its citizens when it sympathized with the plea of Mr. Muench, 
a private citizen, as a party “aggrieved,” protesting that the con- 
struction of a dam over the Namekagon River would destroy for- 
ever the scenic beauty to which the public has a right.' 

By announcing a broader and more beneficial basis upon which 
to declare water navigable or nonnavigable, Wisconsin indicated 
that its citizens would be able to enjoy the use of streams without 
having to rely upon an ancient test of navigability which had com- 
merce as its foremost consideration. 


Why a Test? 


Because of the infinite uses of water and man’s dependency upon 
it for life itself, its value becomes inestimable, giving rise to in- 
numerable conflicts concerning its use and appropriation. The 
universality of the need for this commodity vests in every individual 
an interest in the use to which the supply of water in any given 
area is put. The ever-present conflict of public versus private in- 
terests has caused those responsible as arbiters to lean upon the 
words “navigable” and “nonnavigable” for assistance in their 
adjudication. Those streams which are declared navigable are 
available for the general use of the public, and those declared non- 
navigable are for the exclusive use of riparian owners.*? In this 
field, as in all others, the glib use of phrases is a great deal easier 





1 Muench v. Public Service Comm., 261 Wis. 492, 53 N.W.2d 514 (1952). 
765 CJ.S., Navigable Waters §§ 20, 61 (1950). 
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than the determination of what those phrases mean and how they 
are to be applied in any given situation, for 


There is no branch of the law in which the rules differ so 

widely in different sections of the United States and from state 

to state as that branch of law which pertains to waters.* 

Thus in order to determine who shall have the use of what water, 
the crucial question becomes how do we determine when a stream 
is navigable, or what is the test of navigability? 


Saw-Log Test 


Originally Wisconsin adopted the so-called “saw-log” test of 
navigability. That test had as its basis the commercial value of 
the stream, i.e., what beneficial use could be derived from the 
stream for commercial purposes. If a stream were capable of float- 
ing saw logs to the market for a portion of the year, it was capable 
of being used for commerce, and it was therefore navigable.* This 
test was adopted by most states which had timber to be floated 
downstream to the market.’ Although it was called the “‘saw-log” 
test, it was basically the same as most tests used by other states, 
having at its foundation the ability of the stream to be used for 
commercial purposes. This test found its way into Wisconsin 
court decisions as early as 1868, and has been announced many 
times since.’ 

This test was essentially a judicial device, and never found its 
way into Wisconsin statutes. Earlier Wisconsin statutes merely 
declared that 


all rivers and streams of water in this state, in all places where 
the same have been meandered, and returned as navigable, by 
the surveyors employed by the United States Government, are 
hereby declared navigable, to such an extent that no ay 
bridge, or other obstruction may be made in or over same. 


As early as 1898, the Wisconsin Supreme Court showed an inclina- 
tion to recognize other rights besides commercial ones in the usage 
of streams when it found that a defendant who 





*Kanneberg, Wisconsin Law of Waters, 1946 Wis. L. Rev. 345, 346. 

*Whisler v. Wilkinson, 22 Wis. *572 (1868). 

*Kanneberg, supra note 3. 

* Whisler v. Wilkinson, 22 Wis. *572 (1868). 

*Olson v. Merrill, 42 Wis. 203, 212 (1877); Stevens Point Boom Co. v. 
rag f 44 Wis. 295, 305 wid: Weatherby v. ag ms 56 Wis. 73, 76, 

W. 697, 698 (1882) ; A. C. Conn Co. v. Little Suamico Lumber Mfg. 
ee 74 Wis. 652, 655, 43 N.W. 660 (1889); In re Southern Wisconsin Power 

» 140 Wis. 245, 255, 122 N.W. 801, 805 (1909). 

*WIs. Rev. Stat. c. 34, § 1 (1849). 
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kept within the banks of the river—within the limits of the 

public highway—his fishing was nothing more than the exer- 

cise of a — common to the public . . . and the defendant 

was not guilty of trespass. . . .° 
This did not mean, however, that the commercial test was forsaken, 
for the court carefully pointed out that the stream in question had 
already qualified as navigable under the saw-log or commercial 
test. The commercial test was used again just three years later in 
1901,%° and repeated often enough to dispel any doubt as to 
whether the “saw-log” test was still the law in Wisconsin." 

In 1911, the Wisconsin legislature amended the statute relating 
to navigable waters by adding: 


and all rivers and streams, meandered or non-meandered which 
are navigable in fact for any purpose whatsoever are hereby 
declared navigable . . . to the extent that no dam, bridge, or 
other obstruction shall be made in or over the same. . . .” 
[Emphasis added.] 


By this adoption, the Wisconsin legislature seemed to recognize 
the existence of other tests, in addition to, if not in lieu of, the 
“saw-log” test, in the determination of the navigability of streams. 
This, however, was not immediately reflected in Wisconsin Supreme 
Court decisions. For although the court subsequently mentioned 
public interests other than commercial in streams,’* until the 
Muench case,"* it failed to ever specificly state that the old “saw- 
log” test, or a test having as its basis a commercial usefulness of a 
stream was not the only permissible yardstick to use in deciding 
whether or not a stream was navigable. 


Muench Case—Present Test 


The case of Muench v. Public Service Commission, supra, arose 
as a result of a refusal by the Public Service Commission of Wis- 
consin to grant a rehearing on the application of the Namekagon 
Hydro Company for permission to construct, operate and maintain 
a hydro-electric dam on the Namekagon River in Washburn Coun- 
ty, Wisconsin. Muench, as a private citizen and as president of the 


* Willow River Club v. Wade, 100 Wis. 86, 76 N.W. 273 (1898). 

* Illinois Steel 4 v. Bilot, 109 Wis. 418, 84 N.W. 855 (1901). 

™ See note 7 su 

* Wis. Laws 1911, c. 652, Nines 

* Diana one ‘Clab v. , 156 Wis. 261, 271, 145 N.W. 816, 
820 (1914); Attorney General ex ae Jecker v. avi, Bese oom W. R. & F. Co., 
172 Wis. 363, 178 NW. 569 (1920); State ex. rel. Hammann v. Levitan, 200 
Wis. 271, 228 N.W. 140 (1929); Nekoosa-Edwards Paper Co. v. Railroad 
Comm., 201 Wis. 40, " 228 N. 144, 147 (1930). 
* Muench v. Public Service Comm., 261 Wis. 492, 53 N.W.2d 514 (1952). 
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Izaak Walton League,’* had appeared, along with the Conserva- 
tion Commission of Wisconsin, at the original hearing before the 
Public Service Commission on the application to protest the grant- 
ing of permission to the Namekagon Company to build the pro- 
posed dam. The permit was objected to on the grounds that its 
issuance would be violative of public rights and in particular 
the right to the “enjoyment of natural scenic beauty.’"* After the 
permit was granted, Muench and the Conservation Commission 
filed motions for rehearing, which were denied by the Public Serv- 
ice Commission. Petitions for review and to intervene were filed 
by Muench and the Attorney General of Wisconsin on behalf of 
the Conservation Commission, respectively, in the circuit court. 
These petitions were dismissed, and both parties appealed to the 
Supreme Court of Wisconsin. 

The controlling controversy of the case centered around the 
constitutionality of a portion of section 31.06(3) of the Wisconsin 
Statutes which at that time withheld from the Public Service Com- 
mission the power to deny any permit on the grounds that the 
construction of a proposed dam would violate the public right to 
the enjoyment of fishing, hunting or natural scenic beauty, if the 
county board or boards of the county or counties in which the 
proposed dam would be located approved by a two-thirds vote the 
construction of such a dam. Washburn County by resolution had 
approved the construction of the dam, and the Public Service 
Commission, feeling itself bound by the statute, had made no find- 
ings in this respect. The court found this particular part of the 
statute unconstitutional, and it has since been deleted from the 
statutes. 

The test of navigability was not one of the specific issues raised 
on appeal, but the supreme court considered its determination 
important for an adjudication of the case.‘7 

The court reviewed the law of navigability as stated in Wisconsin 
decisions and decisions of other jurisdictions,* and concluded that 
there was a trend toward tests based on other than commercial 
considerations, and stated that: 


The rights of the citizens of the state to enjoy our navigable . 





*A non-profit society of public-spirited men and women throughout the 
United States interested in the conservation of woods, waters, and wildlife. 
Named in honor of Izaak Walton because of his philosoph “ outdoor life. 

* One of the rights mentioned in Wis. STAT. f 31 31 i ara, 

” oa v. Public Service Comm., 261 Wis. 492 58, 53 N.W.2d 514, 


521 i: 
at 499-509, 53 N.W.2d at 516-21. 











490 WISCONSIN LAW REVIEW [Vol. 1957 


streams for recreational purposes, including the enjoyment 
of scenic beauty, is a legal right that is entitled to all the 
protection which is given financial rights.’ 


Buttressing this, the court further declared: 
Our holding in this respect is in keeping with the trend mani- 


fested in the development of the law of navigable waters in 
this state to extend the rights of the general public to the 
recreational use of the waters of this state, and to protect the 
public in the enjoyment of such rights.?° 


Taking as its point of departure the 1911 amendment to the Wis- 
consin Statutes, the court announced: 


Therefore, since 1911 it is no longer necessary in determining 
navigability of streams to establish a past history of floating 
logs, or other use of commercial transportation, because any 
stream is “navigable in fact” which is capable of floating any 
boat, skiff, or canoe, of the shallowest draft used for recrea- 
tional purposes.*? 


In remanding the case to the Public Service Commission for 
findings as to whether public rights for recreational enjoyment of 
the stream outweighed the benefit the public would receive if a 
dam were constructed, the court implies a different and much broad- 
er test than it had ever recognized before. Thus the test of naviga- 
bility in Wisconsin is no longer tied up solely with the saw log 
or any commercial value of a stream, but would seem instead to be 
whether any beneficial interests of the public whatsoever are 
served by a particular stream. This is the view adopted by the 
Public Service Commission. 


Public Service Commission 


The Wisconsin Public Service Commission, upon a request for 
a permit to place a dam or any obstruction in or over a stream, 
has the initial responsibility of determining whether or not it is 
navigable.2?_ Whenever it becomes necessary to determine the navi- 
gability of a stream, that body seeks as much information about 
the stream as is known. A broad test of beneficial usage is applied 
in the initial determination, and unless this decision is disputed, 
the findings of the Public Service Commission will be final. 





* Id. at 511-12, 53 N.W.2d at 522. 
* Id. at 512, 53 N.W.2d at 523. 


™ Id. at 506, 53 N.W.2d at 519. 
* Wis. Stat. § 31.02 (1955). 
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Other States and Other Tests 


In addition to the tests of navigability set up by the several 
states, where there is concurrent jurisdiction,?* the government of 
the United States may apply its test of navigability, based on 
whether water was used or susceptible of being used in its ordinary 
condition as a highway of commerce over which trade and travel 
was conducted, or could be conducted according to the customary 
modes of trade and travel by water.** This article is confined, 
however, to the tests of navigability as stated in the state statutes 
and applied in court decisions. 

Of the small number of other states that have considered the 
subject important enough to enact statutes on it, five of them re- 
quire in the statute that the streams be capable of being used for 
the purposes of trade or travel.?* Idaho is the only state which 
mentions specificly floating logs or timber as the test to be used.*¢ 
Georgia and New Hampshire reject the “saw-log” test, although 
they insist that streams must have some value as instruments of 
commerce.?7 The statutes of California and Illinois enumerate 
specific streams as navigable, and end with a requirement that 
these streams have commercial utility.2* Michigan, Montana, North 
Dakota and Oregon, like Wisconsin, provide that surveyors ap- 
pointed by the United States government shall meander their 
streams and return them as navigable,?® although they differ in 
their case law application. North Dakota uses a broad beneficial 
test;°° Michigan and Oregon use a test based on the streams having 
some commercial value;*! and the position of Montana is not quite 





* For a discussion of the problems arising because of the duplicity of law 
ene area, see 3 AMERICAN LAW oF Property §§ 12.22-12.32 (Casner ed. 

“United States v. Utah, 283 U.S. 64 (1931); The Robert W. Parsons, 
191 U.S. 17 (1903); The Daniel Ball 77 U.S. (10 Wall.) 557 (1870); 45 
CJ., Navigable Waters §§ 5-18 (1928). For a complete analysis see Laurent, 
Judicial Criteria of Navigability in gy 7 Cases, 1953 Wis. L. Rev. 8. 

* Ata. Cope ANN. tit. 38, § 104 (1940); Ga. Cope Ann. tit. 85, § 1303 
(1955); Miss. Cope Ann. § 8414 (1942); N.H. Rev. Stat. ANN. § 271:9 
(1955); N.Y. Nav. Law § 2(5) Swe 

* IDAHO Cove Ann. § 36-907 (1947). 

(1955) Cope ANN. tit. 85, § 1303 (1955); N.H. Rev. Star. Ann. § 271:9 

* Cac. Hars. & Nav. Cope Ann. §§ 101-106 (Deering 1954); Int. ANN. 
Stat, Pm = § 41 (Smith-Hurd 1951). 

Comp. Laws § 281.501 (1948); Mont. Rev. Cope § 26-337 
yor) 'D. Rev. Cope § 61-1501 (1943); Ore. Comp. Cope Ann. § 121- 

OR ets v. Taylor, 47 N.D. 146, 181 N.W. 622 (1921). 

™ People ex rel. Bird v. Grand Rapids-Muskegon Power Co., 164 Mich. 
121, 129 N.W. 211 (1910); Attorney General v. Taggart, 306 Mich. 432, 11 
N.W.2d 193 (1943); Micelli v. Andrus, 61 Ore. 78, 120 Pac. 737 (1912). 
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certain.*? Texas statutes declare that streams which retain “an 
average width of thirty feet from the mouth up shall be considered 
navigable streams. . . .”,®* setting up, perhaps, one of the clearest 
tests and a criterion set out by no other statute. Indiana gives the 
authority to declare streams navigable to a board of commissioners 
in the several counties, but sets up no specific guides for them ex- 
cept that the board be “satisfied that the stream, if navigable, 
would be of public utility... .. ‘ta 

Although the broader beneficial test would seem to be adapted 
to best serve the interests of the greater number of people, it has 
found little favor among the courts throughout the country. Very 
few other states have come out in favor of a test similar to the one 
used in Wisconsin.** Massachusetts, under its long-standing great 
ponds law, has a concept similar to Wisconsin’s, viz. there are 
public rights in such water, held in trust for the public by the 
state. It is one of the few to hold that 


the term “navigable waters” includes tide water navigable for 

pleasure, although the craft thereon have never been used for 

purposes of trade or agriculture.** 

Despite the changing uses and demands put upon streams, other 
states have been slow to follow this lead. The weight of opinion, 
by far, is with those jurisdictions which require that in order for 
any stream to be declared navigable, it must have or be capable of 
having some commercial utility.%’ 





* No decisions on this issue. 

* Tex. Rev. Crv. Start. art. 5302 (1948). 

“Inp. ANN. STAT. § 68-102 (1951). 

* Attorney General v. Woods, 108 Mass. 436 (1871); State v. Korrer, 
127 Minn. 60, 148 N.W. 617 (1914); State ex rel. State Game Commission 
v. Red River Valley Co., 51 N.M. 207, 182 P.2d 421 (1945); Roberts v. 
Taylor, 47 N.D. 146, 181 N.W. 622 (1921); State ex rel. Lyon v. Columbia 
Water Power Co., 82 S.C. 181, 63 S.E. 884 (1909). 

» Attorney General v. Woods, supra note 35. 


Alabama: Walker v. Allen, 72 Ala. 456 (1882). 

Arkansas: bei 11982) v. McCollum, 207 Ark. 180, 179 S.W.2d 
California: Bohn .. Albert, 107 Cal. App. 2d 738, 238 P.2d 128 
Connecticut: ward Balf Co. v. Hartford Electric Light Co., 106 

Conn. 315, 138 Atl. 122 (1927). 

Georgia: Brantley v. Lee, 139 Ga. 600, 77 S.E. 788 (1913). 
Illinois: DuPont v. Miller, 310 Ill. 140, 141 N.E. 423 (1923). 
Kansas: Dana v. Hurst, 86 Kan. 947, 122 Pac. 1041 (1912). 
Kentucky: Noe v. Bowling Green, 264 Ky. 584, 95 S.W.2d 255 
Louisiana: ranscontinental Petroleum Corp. v. Texas Co., 209 


La. 52, 24 So.2d 248 (1946). 
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Conclusion 


Thus, the Muench case seemingly represents the position of a 
decided minority of jurisdictions which seek to extend the bene- 
ficial usefulness of water to their citizens for presumably any public 
purpose, if a stream can successfully meet the requirements of being 
“navigable in fact for any purpose whatsoever.” As indicated in 
the Muench case, the public right which can be protected may be 
concerned with beauty incidental to and not necessarily a vital 
part of navigation, as it is popularly conceived. It therefore be- 
comes questionable whether or not the term “navigable” is as 
meaningful as such terms “public rights” and “private rights” 
might conceivably be. Although this may be a question of seman- 
tics, unless the term “navigable” is so vital a part of the law that 
to discontinue its use would seriously hamper effective and equita- 
ble adjudication, the advisability of defining public interests forth- 
rightly without having to elasticize the term navigability should 
be well worth considering. 


Although the minority position remains unpopular, if the law 
has evolved in those jurisdictions to the point that the public rights 
deemed desirable of protection are greater than those traditionally 
connected with navigability, then the use of the term “navigable” 
would seem to add nothing to lucidity. The public rights in streams 
which will be recognized and protected when abridged or threat- 
ened would seem to be less easily ascertained if the term navigable 
must always be used as a starting point of determination. If the 





Maine: Moda | f' Son v. Harrisburg, 107 Me. 207, 77 Atl. 
( 

Maryland: Gray v. Gray, 178 Md. 566, 16 A.2d 166 (1940). 

Michigan: People ex rel. Bird v. Grand Rapids-Muskegon Power 
Co., 164 Mich. 121, 129 N.W. 211 (1910). 

Missouri: Slovensky v. OReilly, 233 S.W. 478 (Mo. —... 

New York: ee v. cyan peer ea7) Inc., 189 Misc. 991, 

S.2d 758 (Sup. 

North Carolina: Resort j Aiha H en Co. v. wae 235 N.C. 689, 
71 S.E.2d 474 (1952). 

Ohio: East Bay Sporting Club v. Miller, 118 Ohio St. 360, 
161 N. 12 (1928). 

Oregon: Micelli v. Andrus, 61 Ore. 78, 120 Pac. 737 (1912). 

Pennsylvania: Cleveland & P. R. R. Co. v. Pittsburgh h Coal Co., 317 
Figasy. 176 Atl. 7 (1935), cert. aad. 295 U.S. 743 

Rhode Island: v. Blount, 65 R.I. 293, 14 A.2d 696 (1940), 
rehearing denied, 65 R.I. 443, 16 A.2d 328 (1940). 

Tennessee: American Red Cross v. Hinson, 173 Tenn. 667, 122 
S.W.2d 433 (1938). 

Utah: Monroe v. State, 111 Utah 1, 175 P.2d 759 (1946). 

Virginia: Ewell v. Lambert, 177 Va. 222, 13 S.E.2d 333 (1941). 


Washington: Proctor v. Sim, 134 Wash. 606, 236 Pac. 114 (1925). 
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law of Wisconsin will protect a right to the enjoyment of scenic 
beauty, then perhaps the law has progressed to the point where the 
words navigable or nonnavigable are no longer necessary to 
determine what the public rights in a stream are. However, until 
the supreme court has specifically determined this as an issue con- 
clusively essential to judicial decree, such public rights will prob- 
ably continue to be linked with the words “navigable” or “non- 


navigable.” 
Joun L. Epwarps 





A SURVEY OF PHOTOGRAPHIC EVIDENCE IN WISCONSIN. 
The Wisconsin Supreme Court has had occasion to consider the 
use of photographic evidence in over 30 cases during the past 84 
years. This note is devoted to a survey of some of the high spots 
developed by these cases. 

One of the most striking features in the field of photographic 
evidence is the broad discretion given to the trial judge.’ This 
broad discretion, coupled with the corollary rule that error of the 
trial court must be prejudicial in order to reqtfire a reversal, has 
resulted in the trial court being reversed only 6 times on the ad- 
mission of photographs.? In all 6 cases it was, however, an error 
of admission rather than an error of exclusion. 

The discretion to reject appears to be clearly wider than in 
other areas and one gets the impression that photographs are re- 
jected on the grounds that they are merely cumulative or prejudicial 
far more frequently than other evidence.* 

It is, of course, a prerequisite of all evidence that it be relevant 
to some issue involved in the case at hand. Relevance is generally 
a matter of degree and is balanced with countervailing factors such 
as undue prejudice and consumption of time. 

In order for any picture to be relevant in a given case, it must 
be established that the object or scene portrayed in the photograph 





1 Baraboo v. Excelsior Creamery Co., 171 Wis. 242, 177 N.W. 36 (1920); 
Wagner v. Peiffer, 259 Wis. 566, 49 N.W.2d 739 (1951); Commerce Ins. Co., 
v. Badger P. & H. Stores, 265 Wis. 174, 60 N.W.2d 742 (1953). 

* Selleck v. Janesville, 104 Wis. 570, 80 N.W. 944 (1899); Guhl v. Whit- 
comb, 109 Wis. 69, 85 N.W. 142 (1901); Hupfer v. National Distilling Co., 
114 Wis. 279, 90 N.W. 191 (1902); Hadrian v. Milwaukee E. R. & T. Co. 
241 Wis. 122, 1 N.W.2d 755, 5 N.W.2d 765 (1942); Prideaux v. Milwaukee 
Automobile Ins. Co., 246 Wis. 390, 17 N.W.2d 350 (1945); Buzzell v. Berndt, 
255 Wis. 637, 39 N.W.2d 735 (1949). 

* Selleck v. Janesville, 104 Wis. 570, 80 N.W. 944 (1899); Doering v. 
Knudson 261 Wis. 442, 53 N.W.2d 445 (1952). 
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is the object or scene in question.* In most cases this can be estab- 
lished by the person who verifies the picture; however, in some cases 
the testimony of another who can relate the identity of the object 
portrayed with the identity of the object in issue may be necessary. 

The lapse of time between the condition or event to be proved 
and the taking of the photograph is not of crucial importance in 
determining whether or not the picture is relevant.° What is re- 
quired is a showing that the conditions portrayed are sufficiently 
similar to those existent at the time in question. This can be estab- 
lished by the testimony of the sponsor of the photograph to the 
effect that it is an accurate portrayal of the conditions existent at 
the time in question® or by the inference that some conditions are 
not subject to rapid change.’ 

The best illustration of lack of relevance due to a lapse in time 
is found in Buzzell v. Berndt. The plaintiff was suing for damages 
sustained by him in a collision with a road grader owned by the 
defendant. The plaintiff contended that the defendant was negli- 
gent in failing to display warning flags on the grader and in support 
of this contention was permitted to introduce photographs of the 
grader, taken two years after the accident. The reception of the 
photographs was held error as they did not prove that there were 
no flags on the grader at the time of the accident. The difficulty 
here was that no witness could relate the pictures to the time of 
the accident and the inference, that merely because there were no 
flags two years after the accident, there were no flags at the time 
of the accident, is clearly untenable.® 

Evidence of subsequent repairs is generally considered to possess 
some probative value on the issue of original negligence or defec- 
tive condition, but is often inadmissible on the grounds that what- 
ever relevance it does possess is outweighed by the danger of dis- 
couraging repairs and safeguards.’° Under the safe place statute 





*Hupfer v. National Distilling Co., 114 Wis. 279, 90 N.W. 191 (1902). 
*Hebbe v. Maple Creek, 121 Wis. 668, 99 N.W. 442 (1904); Mahar v. 
Montello Granite Co., 146 Wis. 46, 130 N.W. 949 (1911); Cottrill v. Pinker- 
ton, 211 Wis. 310, 248 N.W. 124 (1933) (picture of plaintiff's face taken 12 
years before accident). 
*Forseth v. Iron River Lumber Co., 142 Wis. 87, 124 N.W. 1036 (1910); 
Mahar v. Montello Granite Co., 146 Wis. 46, 130 N.W. 949 (1911). 
"Baraboo v. Excelsior Creame Co., 171 Wis. 242, 177 N.W. 36 (1920); 
East Wisconsin Trustee Co. v. O'Neil, 255 Wis. 528, 39 N.W.2d 369 (1949). 
*255 Wis. 637, 39 N.W.2d 735 (1949 ts 
° Cf. Neuenschwander v. Hornof, 273 Wis. 471, 78 N.W.2d 770 (1956) 
where pictures taken 2 years after the accident were admitted to show gouge 
marks on the highway. The court did not consider the admissibility of the 
yeeros but it would seem that their relevance would, at best, be highly 


* Kreider v. Wisconsin River Paper & Pulp Co., 110 Wis. 645, 86 N.W. 
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the issue is whether or not the building was as safe as its nature 
would reasonably permit, not the negligence of the owner, and evi- 
dence of subsequent repairs, including photographs, is generally 
admitted." 

Pictures of injuries are clearly subject to the general rule of 
relevance and it is here that the factor of undue prejudice will often 
outweigh whatever probative force the photograph may possess. 

In general, with the exception of X-rays,’ the Wisconsin Court 
has been extremely hesitant to sanction the use of pictures of in- 
juries.** 

In Selleck v. Janesville** a husband sought to recover for expenses 
of nursing, medical attendance, and loss of services and society oc- 
casioned by injuries to his wife’s foot. It was held that:** “The 
photographs were wholly unnecessary to a full description and ex- 
planation of her condition so far as it affected the damages recover- 
able. .. .”" The photographs would seem to have had some degree 
of probative force as to the extent of the injuries and consequent 
loss of services, but this could well be a case in which the court 
felt that the danger of undue prejudice outweighed the value of 
the pictures. 

In much the same vein is Pisarek v. Singer Talking Machine Co. 
in which the reception of pictures of the plaintiff's legs, taken at 
different stages during the healing process, was criticised as not 
bearing on the damages. The concept of pain and suffering was 
not discussed, but to be relevant on this score one would have to 
infer that merely because an injury looked bad, it also felt bad. 
This inference might not be unreasonable but it is sufficiently 
close to the line so that it could be argued with some force that 
the prejudice engendered by such pictures would more than over- 
balance their probative force. 

Pictures of injuries to the posterior of a 20 year old girl received 
severe criticism in Guhl v. Whitcomb." Although the conventions 
of modern times may have taken some force from the decision, 





662 (1901). 

4 Heiden v. Milwaukee, 226 Wis. 92, 275 N.W. 922 (1937). 

™ Mauch v. Hartford, 112 Wis. 40, 87 N.W. 816 (1901). 

* Baxter v. Chicago & Northwestern R. Co., 104 Mg -F 307, 80 N.W. 644 
(1899); Selleck v. Janesville, 104 Wis. 570, 80 N.W. 944 (1899); Guhl v. 
Whitcomb, 109 Wis. 69, 85 N.W. 142 (1901); Pisarek v. Singer Talking 
Machine Co., 185 Wis. 92, 200 N.W. 675 (1 24). 

“104 Wis. 570, 80 N.W. 944 (1899). 

* Id. at 574, 80 N.W. at 945. 

“185 Wis. 92, 200 N.W. 675 (1924). 

* 109 Wis. 69, 85 N.W. 142 (1901). 
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counsel should be careful to make his pictures as circumspect as is 
possible, lest he be cited for contempt.'* 

It must be shown that the photograph offered is an accurate and 
faithful representation of the place, person or subject which it pur- 
ports to portray.1° The determination of this question, in Wiscon- 
sin, lies with the trial judge.*° Professor Wigmore takes a contrary 
stand and regards the problem of accuracy and distortion as one 
for the jury just as is the question of the credibility of any witness.** 

The difficulty with the Wisconsin view is that it requires the trial 
judge to determine whether a given picture accurately portrays 
something which the trial judge has, in all probability, never seen 
and to “determine perjury in advance.” 

Although the point is not directly discussed in any Wisconsin 
case, it seems to be taken for granted that a photograph must be 
verified by some witness, in court, as a correct representation of 
the facts therein contained. Wisconsin has decided that the verifier 
need not be the photographer and need not even be present at the 
time the picture is taken.?? 

The Wisconsin Court has frequently stated that, in order to be 
admissible, a picture must show the situation better than oral testi- 
mony.*? This view is not consistently followed** and it is hard to 
prescribe any precise conditions for its application. It does not 
appear to have any sound theoretical basis and seems to float 
through the cases, sometimes being tied in with evidence which 
might be considered merely cumulative,?> sometimes being used as 
a reason for holding that the exclusion of offered photographs was 
not prejudicial error,?° and sometimes associated with evidence of 
a relevant but inflamatory or prejudicial character.** 


Id. at 77, 85 N.W. at 145. 

*® Church v. Milwaukee, 31 Wis. 512 (1872); Baxter v. Chicago & North- 
western R. Co., 104 Wis. 307, 80 N.W. 644 (1899); Paulson v. State, 118 
Wis. 89, 94 N.W. 771 (1903); cf. Pfeiffer v. Radke, 142 Wis. 512, 125 N.W. 
934 Weg: Wagner v. Peiffer, $55 Wis. 566, 49 N.W.2d 739 (1951). 

ner v. Peiffer, 259 Wis. 566, 49 N.W.2d 739 (1951). 
IGMORE, EvipENCE § 792(3) (3rd ed. 1940). 
= Hebbe v. Maple Creek, 121 Wis. 668, 99 N. * os 

* Baxter v. Chicago & ere ogy R. Co., 104 Wis 7, 80 N.W. 644 
(1899); Mauch v. Hartford, 112 Wis. 40, 87 N.W. 816 (1901); Hupfer v. 
National Distilling Co., 114 Wis. 279, 90 N.W. 191 (1902); Baraboo v. Ex- 
celsior Creamery Co., 171 Wis. 242, 177 N.W. 36 (1920); Hadrian v. Mil- 
waukee E. R. & T. Co., 241 Wis. 122, 1 N.W.2d 755, Re 765 (1942); 
Doerin v. Kaudsen, 261 Wis. 442, 53 N.W.2d 445 NW. 7 

v. Pinkerton, 211 Wis. 310, 248 3 124 (1933); Scheld- 
berger v. State, 204 Wis. 235, 235 N.W. 419 (193 
* Pisarek v. Singer Talking Machine Co., tas lis. 92, 200 N.W. 675 
(1924); Doering v. Knudsen, 261 Wis. 442, 53 N.W.2d 445 (1952). 
rce Ins. Co. v. Badger P. & H. Stores, 265 Wis. 174, 60 N.W.2d 
742 {is}. 


Guhl v. Whitcomb, 109 Wis. 69, 85 N.W. 142 (1901). 
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Justice Marshall expressed the fear that,”* “If all limitations upon 
the use of photographs are removed, we will have cases presented 
entirely by pictorial methods, regardless of the facility for proving 
the facts in issue by oral evidence.”” This view would seem to ignore 
the fact that a photograph is always going to be part of some per- 
son’s testimony. Whether a person expresses himself in words or by 
non-verbal means, such as pictures, should not be important. The 
important thing is to convey the remembered sensory impressions 
of the witness to the trier of fact in the most intelligible manner 
possible. It seems somewhat presumptious to overrule the determi- 
nation of the witness and attorney as to what is the most intelligible 
manner in which to present their facts. 

The admission of posed photographs showing the reenactment 
of a crime has been sustained as not constituting prejudicial error 
even though the defendants were included in the picture in the 
positions they allegedly occupied at the time of the crime.”® 

Just as the hearsay rule prevents the introduction of medical and 
scientific books into evidence, it also prevents the introduction of 
photographs taken out of such books.*° 

The lone Wisconsin case dealing with motion pictures held them 
unnecessary, misleading, and a wasteful form of “entertainment.”*! 
The case was a weak one for the introduction of moving pictures in 
that it involved a reenactment and portrayed facts capable of proof 
by simple measurements; however, the language used by the court 
in rejecting the pictures was sufficiently strong so that it will take 
considerable fortitude on the part of a trial judge to admit any 
motion picture. 

It is clear that there is no obligation to give the other party 
notice that pictures or X-rays are being taken.*? 

In Doering v. Knudsen** the defendants sought to obtain a 
photograph of the plaintiff prior to trial. The plaintiff refused the 
defendant’s demands and the trial judge refused to order the plain- 
tiff to pose. The ruling of the trial court was upheld and it was 





a 902) v. National D. Co., 114 Wis. 279, 297, 90 N.W. 191, 197-98 
* Pollack v. State, 215 Wis. 200, 253 N.W. 560, 254 N.W. 471 (1934). 
The inclusion of the defendants was criticized on the ground of possible self- 
incrimination. 
* Marsh Wood Products Co. v. Babcock & Wilcox Co., 207 Wis. 209, 
240 N.W. 392 (1932). 
™ Hadrian v. Milwaukee E. R. & T. Co., 241 Wis. 122, 1 N.W.2d 755, 
5 N.W.2d 765 (1942). 
* Mauch v. Hartford, 112 Wis. 40, 87 N.W. 816 (1901). 
"261 Wis. 442, 53 N.W.2d 445 (1952). 
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added that photographs were unnecessary in the case as the plaintiff 
was in court and exposed to the view of the jury.* 

The Rules of Practice in the Supreme Court provide that:* 

Each exhibit shall have on it the name of the plaintiff and 
defendant and each photograph attached to or returned with 
the bill of exceptions shall have in addition either upon its 

face or upon its reverse side or upon a slip attached to it, a 

statement giving the page of the record where the photograph 

is referred to, a statement of the position of the camera, 
distance from the object photographed, the direction in which 
the camera was pointed and such further information as may 
be appropriate. 
Although compliance with these rules does not appear to be a 
necessary prerequisite to the admissibility of a photograph at the 
trial level,** the inclusion of the requested information will certain- 
ly strengthen the effectiveness of any photograph.*? 

In addition to the above requirements, it can be added that: the 
height of the camera should be known; a normal lense, rather than 
a telephoto or wide angle lense, should be used; good lighting and 
contrast are highly desirable; large prints should be made;** and 
in general an eye level approach should be used as this is what a 
witness would see. Objects of known size, such as a person or yard- 
stick, should be included to aid in ascertaining the relative position 
and sizes of various objects in the photograph. 

Since a photograph portrays a three dimensional scene in only 
two dimensions, it can, at best, create only an illusion of depth. 
This limitation may be overcome by the testimony of witnesses as 
to the actual distances involved, or by the inclusion of a tape meas- 
ure extending from the background to the foreground. Where a 
comparatively small amount of depth is highly important, such as 
the depth of a depression in a sidewalk, a little ingenuity on the 
part of counsel and photographer should be able to devise a means 
of portraying the precise measurements of the depression. 

The results which can sometimes be obtained through the use of 
photographic evidence more than justify the considerable amount 
of work which goes into good photographs. In Covnot v. Clayton*® 

“ But cf. Cottrill v. Pinkerton, 211 Wis. 310, 248 N.W. 124 (1933) where 
pictures of the plaintiff's face, before and after the injury, were held ad- 
missible despite the fact that the plaintiff was present at the trial. 

* Wis. STAT. § 251.251 (10) (1955). 

Wagner v. Peiffer, 259 Wis. 566, 49 N.W.2d 739 (1951). 

* Riley v. Chicago & N.W. R. Co., 255 Wis. 172, 38 N.W.2d 522 (1949). 

* Prideaux v. Milwaukee Automobile Ins. Co., 246 Wis. 390, 395, 17 
N.W.2d 350, 352 (1945) (the use of small and dim photographs “made con- 


fusion more confounded’’). 
"227 Wis. 144, 277 N.W. 122 (1938). 
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the court itself interpreted photographs and gave them conclusive 
effect, despite the testimony of one disinterested witness and a jury 
finding contrary to the court’s conclusion.* 


Conclusion 


There are two areas in the law of photographic evidence in which 
clarification and revision of thinking would be desirable. They 
are: the discretion of the trial judge to determine accuracy, and 
the view that a photograph should be admissible only when it can 
do a better job than oral testimony. 

When viewed with theoretical nicety, the photograph and all it 
represents is merely a part of the witness’s testimony and conse- 
quently the preliminary examination as to the competency of the 
witness and his verification of the photograph should be sufficient 
to elimiate any special examination as to the accuracy of the picture. 

Complete adoption of such a rule is unlikely; however, it would 
seem that the discretion of the trial judge should at least be limited 
to the determination of whether, upon its face, the photograph ap- 
pears to be sufficiently accurate to be useful. 

A rule which requires the trial judge to examine the photograph 
separately from the witness at least serves the purpose of pointing 
up the vital fact that a photograph is more than merely illustrative 
of the testimony and, just as other statements of the witness, may 
be the basis for drawing inferences. 

A literal application of the view that a photograph is admissible 
only when it can do a better job than oral testimony would lead to 
holding that the trial judge could commit prejudicial error by ad- 
mitting something of less force than that which was admissible. It 
would seem that the court means nothing of the sort and uses the 
phrase to describe the balancing of relevance against the factors of 
consumption of time and danger of undue prejudice. Of course, 
one’s view as to proper balance will vary depending on whether 
he represents plaintiffs or defendants. 

If the witness who verifies the picture is believed, and there has 
been careful attention to the preparation of the picture, the trier 
of fact should be able to conclusively assume that the scene por- 
trayed is exactly what he would have seen, had he been there. Be- 
yond this a photograph can not go, and the final effect of the photo- 
graph in the case must depend upon the number and strength of 





“Cf. Phelps v. Wisconsin Telephone Co., 244 Wis. 57, 61, 11 N.W.2d 
667, 670 (1943) where the court held that photographs indicated the situation 
“beyond a reasonable debate.” 
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the inferences needed to be drawn in order to arrive at the ultimate 
fact. 

Photographic evidence is accepted in Wisconsin, as elsewhere, 
because it is a means of discovering the truth. The ultimate re- 
sponsibility for the effectiveness of the medium rests upon careful 
and intelligent preparation and use by the attorney. 

Dubey H. Davis, JR. 





CORPORATION LAW-—POWER OF THE COURT TO 
ORDER DISSOLUTION OF A DEADLOCKED CORPORA- 
TION. Section 180.771 (1)(a)(4) of the Wisconsin statutes relates 
to the court’s exercise of power to liquidate the assets and business 
of a corporation where there is a deadlock in the election of suc- 
cessor directors to fill vacancies. In the case of Strong v. Fromm 
Laboratories’ the Wisconsin Supreme Court held that this provi- 
sion of the recently enacted business corporation code was not 
contingent on a finding that liquidation would be beneficial to 
the corporation. The court further held that it was an abuse of 
discretion by the trial court not to have ordered dissolution where 
there was no alternative corrective remedy available and where 
the elements of the statute had been satisfied. 

Fromm Laboratories was a deadlocked corporation. One-half of 
the 500 shares of issued common capital stock was held by the 
Fromm interests; the remaining 250 shares were held in trust by 
Strong as sole trustee. The by-laws of the corporation provided 
for four directors and for only stockholders to be eligible to election 
as directors. It was further provided that in the event that a vacan- 
cy should occur on the board of directors, such vacancy was to be 
filled at a meeting of the stockholders called for that purpose. The 
by-laws also contained an express provision that no other business 
was to be transacted by the board until such vacancy was filled. 

The 250 shares of stock held in trust by Strong were bequeathed 
to him by Dr. Green, a research scientist, for the benefit of Green’s 
niece, Gale Green. In the will it was specified that the trust should 
endure until the appointed trustee had sold the Fromm Labora- 
tories stock and that the stock should never be sold except as an 
entire unit at a time when the trustee deemed it advisable to sell. 
A further provision of the will gave the Fromm interests first oppor- 
tunity to purchase the stock and the right to meet any bona fide 
offer received from a third party. Green, moreover, had granted to 


*273 Wis. 159, 77 N.W.2d 389 (1956). 
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the Fromms the first option to purchase his 250 shares in a separate 
written agreement. Such option was declared to be binding upon 
his estate and provided that if the title or enjoyment of income 
from the stock should be vested in anyone other than Green’s 
trustee or Gale Green, the Fromm interests would have the option 
to purchase the stock at book value from the transferee. 

Until 1947, the year of Green’s death, the board of directors of 
Fromm Laboratories consisted of two Fromms, Green and Strong 
who had been assigned one qualifying share of stock by Green. 
Since Strong held 250 shares of stock after Green’s death and since 
only shareholders could be elected directors, Strong proposed that 
the by-laws be amended so that non-stockholders (specifically Gale 
Green) would be eligible for election to the board. Such amend- 
ment was steadfastly opposed by the Fromms; and relations be- 
tween the two factions slowly deteriorated. 

No meeting of stockholders was held until 1953 when a vote on 
one directorship produced a tie and further action on the three 
remaining directorships was indefinitely postponed. 

In 1954 the shareholders met again. The Fromms rejected a 
Strong proposal that each director be voted on separately; and the 
chairman at the meeting, one of the Fromms, ordered a written 
ballot to be cast for all four directors at one time. The Fromm 
interests cast 250 votes for each of three of their candidates, appar- 
ently conceding a position on the board to Strong.? Strong, able 
to vote for only one candidate acceptable to his faction, cast 250 
votes for himself and 250 votes against every other candidate. The 
chairman ruled that the three Fromms and Strong were elected to 
the board. 

Strong, meanwhile, had begun an action in circuit court to obtain 
a decree liquidating the assets and business of Fromm Laboratories. 
The complaint rested on two grounds: (1) that the shareholders 
were deadlocked in voting power and had failed for a period of 
more than two years to elect successor directors; and (2) that cor- 
porate assets had been mismanaged and wasted. The trial judge 
held that the 1954 election was valid and had broken the stalemate. 
He further found that the corporation was a going, solvent con- 
cern, that there had been no mismanagement or waste, and that, 
because of these findings, liquidation of the assets and business of 
the corporation was refused. 

On appeal the Supreme Court of Wisconsin reversed the lower 





* Actually 249 votes were cast in favor of a fourth candidate nominated 
by the Fromm group. 
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court. The cause was remanded with directions to appoint a dis- 
interested receiver and to provide for the liquidation of the corpora- 
tion unless a workable plan was formulated whereby one faction 
could purchase the other’s stock. 

Plaintiff trustee based his action for a mandatory liquidation of 
the corporation on the portion of section 180.771 which reads: 


(1) Circuit courts have power to liquidate the assets and busi- 
ness of a corporation: 
(a) In an action by a shareholder when it is established: 


4. That the shareholders are deadlocked in voting power, and 
have failed, for a period which includes at least two consecutive 
annual meeting dates, to elect successors to directors whose 
term has expired or would have expired upon the election and 
qualification of their successors. 

Respondent contended that under the statute a forced liquida- 
tion could only be ordered if a showing was made by the movants 
that such liquidation would be beneficial to the shareholders. In 
taking up this argument the Supreme Court found that the annota- 
tion? cited by the respondent was based on cases‘ and statutes® 
unlike that of Wisconsin and that such statutes by their language*® 
expressly called for a showing that the liquidation would be to 
the benefit of the stockholders. Affirmatively, it was pointed out 
that the Revision Committee Note of 1953, which had accom- 
panied the creation of section 180.771(1)(a)(4), stated, “This is a 
new Illinois provision that is desirable.”* The court thus directed 
its attention to interpreting the Illinois-Wisconsin statute in the 
light of the New York and Minnesota statutes and, furthermore, 





* Annot., 13 A.L.R.2d 1260 (1950). 
* Matter of Cantelmo, 275 App.Div. 231, 88 N.Y.S.2d 604 (1st Dep’t 1949); 
In re Involuntary Dissolution of Hedberg-Freidheim & Co., 233 Minn. 534, 
47 N.W.2d 424 (1951). 
*N.Y. Gen. Corp. Law § 117; Minn. Strat. § 301.49(4) (1953). 
*The New York statute reads: 
“If upon the application for the final order, it shall appear that 
the case is one specified in this article and that a dissolution will 
be beneficial to the stockholders or members and not injurious to 
the public, the court must make a final order dissolving the 
corporation, and if the corporation is insolvent appointing one 
or more receivers of its property... .” 
The Minnesota statute provides: 
“A corporation may be dissolved by involuntary proceedings 
in the discretion of the court when it is made to appear: 


4. That there is internal dissension and that two or more 
factions of the shareholders in the corporation are so deadlocked 
that its business cannot longer be conducted with advantage to 
its shareholders; . . .” 

"Itt. ANN. Stat. c. 32, § 157.86(2) (Smith-Hurd 1954). 
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in the light of another paragraph of the Illinois-Wisconsin statute.® 
Because the Wisconsin statute did not expressly call for a showing 
that dissolution would be beneficial to the shareholders, especially 
in contrast to the language of the New York and Minnesota statutes 
aud a preceding paragraph of the Illinois-Wisconsin statute, it was 
held that whether or not a liquidation would be beneficial to the 
stockholders was not a material factor to be considered under sec- 
tion 180.771(1)(a)(4). 

Respondent further argued that the power of the circuit court 
to order liquidation was not mandatory but only discretionary and 
that there had been no abuse of discretion in refusing to exercise 
such power in this case. The court answered this contention by 
pointing to section 180.30 which reads: “The business and affairs 
of a corporation shall be managed by a board of directors. . . .” 
In addition, it was noted that management of the corporation was 
impossible in view of the stalemate and in view of the provisions 
of the by-laws: which expressly prohibited any business from being 
carried on after a deadlock in electing a successor director. Finally, 
on the question of discretionary exercise of power the court quoted 
approvingly an extract from a New Jersey case:® 


And, if the statutory authority be deemed discretionary in 

essence, there is no ground for withholding its affirmative exer- 

cise here, for there is no alternative corrective remedy. . . .1° 
Accordingly, because the facts in the Fromm case afforded no al- 
ternative corrective remedy other than that provided by section 
180.771(1)(a)(4), it was held that the trial court abused its discretion 
by refusing to decree liquidation." 

Caution must be exercised in attempting to distill the significance 
of the Fromm decision. It may be argued, perhaps not groundless- 
ly, that the Fromm case transforms the seemingly discretionary 
words of section 180.771(1)(a)(4) into mandatory language. But 
certain language and discussions in the opinion would seem to 
indicate that the court did not intend to go that far. In the first 
place, it is only an abuse of discretion for the trial court not to 
order liquidation where there is no alternative corrective remedy 
other than that provided by the statute in point. It is noteworthy 
that the stalemated situation in the Fromm case was made more 





*Itt. Ann. Stat. c. 32, § 157.86(1) (Smith-Hurd 1954). 

°In re Collins-Doan Co., 3 N.J. 382, 396, 70 A.2d 159, 166, 13 A.L.R.2d 
1250 (1949). 

273 Wis. 159, 173, 77 N.W.2d 389, 396 (1956). 

™ The court deemed it unnecessary to consider the additional ground of 
mismanagement and waste. 
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rigid by testamentary, contractual and by-law provisions. Secondly, 
at the outset of its opinion, the court stated that had the 1954 
meeting broken the deadlock,’ there probably would have been 
no question regarding the use of section 180.771(1)(a)(4). It is to 
be remembered that this was asserted notwithstanding the failure 
to elect successor directors over a period of seven years. Lastly, 
the court, not hesitantly, averred the view that “. .. when a cor- 
poration operating a successful going business is to be liquidated, 
such business should be preserved, continued, and sold, if at all 
possible, as such going business.”"* It was “heartily” suggested 
that the parties agree on some plan whereby one faction would 
have the opportunity to buy out the other’s interest, and it was 
further recommended that ample time be given to the less liquid 
faction to raise necessary capital.'* 


On occasion the practicing lawyer encounters clients who may 
wish to avail themselves of the deadlocked corporate structure to 
maintain equal control between two groups. Perhaps the husband- 
wife or family businesses are the most commonly recurring ex- 
amples. This type of structure is thought to be able to force the 
factions to compromise any differences and thereby pursue mutual- 
ly acceptable policies. The decision in the Fromm case may well 
result in greater pressure being brought to bear on the factions to 
compromise any differences, especially in the election of successor 
directors. On the other hand, the court seemed to demonstrate 
concern that its decision might have the unhealthy effect of being 
a deterrent to compromise. It was noted in the case that one party 
probably did not have sufficient funds available to make an offer 
to the receiver to purchase the opposing faction’s stock. This section 
of the statute would then have the effect of being a weapon in the 
hands of the more solvent party to be used to freeze out the less 
liquid party. That such might be the result of the holding in this 
case led the court to advise on remand that ample time be given 





"In deciding that the deadlock had not been broken the court reasoned 
that had efficacy not been given to the negative votes, it would have been 
impossible for Strong, under the peculiar circumstance here involved, to pre- 
vent the opposing faction from electing a majority of the board. It is note- 
worthy that the court felt any other result to be “grossly inequitable” in the 
face of respondent’s contention that Green must have contemplated such re- 
sult by the will and contract provisions to which he expressly assented. In 
passing, however, it is also to be noted that this much of the opinion seems 
to be dictum. For it would appear that the conditions enumerated in the 
statute had been fulfilled prior to 1954 since there had been a failure to elect 
successor directors for a seven year period. 

% 273 Wis. 159, 174, 77 N.W.2d 389, 396 (1956). 


“Id. at 174-75, 77 N.W.2d at 396-97. 
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the trustee, Strong, to summon third party financial support. 

It would appear possible to avoid the seemingly harsh result of 
the Fromm case through a careful drafting of the corporate articles 
and by-laws. The following approaches are among those to be 
considered by the draftsman: (1) Place the shares in a voting 
trust." (2) Provide that in the event of failure to agree on the 
election of successor directors that the directors would be deter- 
mined through arbitration. This, as well as the first approach, may 
have a displeasing aspect to those clients who do not care to transfer 
their rights to a third party. In addition, there is the practical diff- 
culty of the parties disagreeing on naming the trustee or arbitrator. 
(3) Provide, where statutes so authorize, for cumulative voting of 
stock.1* (4) Make a separate contractual agreement between the 
parties to vote or not to vote shares for the election of certain 
directors. Contracts for legitimate purposes are upheld by the 
courts.’*7 (5) Provide for two classes of shares with restrictions on 
voting rights within these classes** and further provide for classifi- 
cation of directors.*® In order to prevent a “freeze out” from oc- 
curring if one class of shareholders simply refrains from electing 
any directors at all, it would seem wise to incorporate an additional 
provision that such voting rights, if left unexercised for a certain 
period of time,?° would in that event pass to the other class of 


shareholders. 
CHARLES R. BRYNTESON 





THE NEED OF A WRITING FOR AN ENFORCEABLE CON- 
TRACT TO WILL PERSONALTY. Generally, a valid contract 
to bequeath personal property is enforceable.t But to be valid 
must such a contract be in writing? Actually, the question involves 
two main considerations: the Statute of Frauds and the possible 
policy conflict with the Statute of Wills. 


Statute of Frauds 
In dealing with a parol contract to bequeath, the problem of the 





* A voting trust is authorized by Wis. Star. § 180.27 (1955). 

* The Wisconsin Statutes do not authorize cumulative voting. 

» 18 CJ.S., at er 551 (1939). 

* This is authorized b is. STAT. § 180.12(1) (1955). 

* Wis. Stat. § 180.33" (1955). 

*To be effective this period must be less than the time that would in- 
clude two consecutive annual meetings of the shareholders, since a refusal of 
one _ +4 oe directors of that class at two successive annual meet- 

7 basis oor non-discretionary liquidation under Ws. Strat. 
§ wry: (1) ta (4) 


195 
Pace, WILLS ei 170 ” (3rd ed. 1941). 
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Statute of Frauds arises when the contract provides for a will of 
both real and personal property. Since the Wisconsin Supreme 
Court construes such agreements to be indivisible, if the agreement 
to devise land falls within the Statute, the entire agreement fails.* 

It is well settled that these oral contracts do not normally run 
afoul of the statute requiring performance within one year.* To 
be invalidated, the contract must by its terms be incapable of per- 
formance within a year. “An agreement or promise, therefore, the 
performance of which is contingent upon the duration of human 
life, is not within the statute, because by the death of the person 
within one year, upon the happening of which the performance is 
to take place, a valid execution or performance may be had within 
that time according to the very terms of the contract.”* Thus an 
oral agreement in which promisee’s performance is commenced 
within the year would not be invalid even though promisor should 
live many years thereafter. 


Parol Contracts and the Statute of Wills 


The overwhelming weight of authority in this country is to the 
effect that such contracts need not be in writing and are valid if 
they are definite, certain, and fair.» However, the Wisconsin posi- 
tion does not seem to be in complete agreement with the majority 
rule. 

The early cases in Wisconsin appear to have accepted the major- 
ity rule without qualification.* In Jilson v. Gilbert’ defendant, to 
bar an executor of an estate from recovery on a one hundred dollar 
note, proved that for past services rendered, deceased had agreed 
to surrender the note to defendant in her will. The court held that 
“Proof of the services and of the agreement proves payment and 
that this constitutes a valid defense to the action . . . there can be 
no manner of doubt.”* 





? Martin v. Estate of Martin, 108 Wis. 284, 84 N.W. 439 (1900); Es- 
tate of Kessler, 87 Wis. 660, 59 N.W. 129 (1894). 

* The statute involved is Wis. Stat. § 241 02(1) (1955). Estate of Hippe, 
200 Wis. 373, 228 N.W. 522 (1930); Phillips v. Holland, 149 Wis. 524, 136 
N.W. 191 (1912); ‘ 2. v. Gilbert, 26 Wis. 637 (1870); White v. Hanchett, 
21 Wis. 420 (1867 

*jJilson v. Gilbert, supra note 3. 

°94 CJ.S., Wills § il (1956). 

*Jilson v. Gilbert, 26 Wis. 637, 642 (1870). Implying or expressing in 
dicta a favorable attitude toward enforceability of parol contracts see Freeman 
v. Morris, 131 Wis. 216, 109 N.W. 983 (1907); Slater v. Estate of Cook, 93 
Wis. 104, 67 N.W. 15 (1896); Estate of Kessler, 87 Wis. 660, 59 N.W. 129 
(1894); In re Bay 11870) 24 Wis. 651 (1869). 

"26 by * os (1870 
"Id. at 645. 
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Wisconsin did not long adhere to this broad rule of enforce- 
ability. In Murtha v. Donohoo® plaintiffs had rendered gratuitous 
services to promisor, a stranger to the family, in the form of room 
and board, and on occasions, money to help him through college. 
After these services had been performed, promisor orally agreed to 
bequeath $1,000 to plaintiffs. Promisor died intestate. The Supreme 
Court concluded that the agreement was valid and binding but 
held that “where the services are performed prior to the promise 
so to provide, [promisee] is entitled to recover only the reasonable 
value of the services so performed”.'° In limiting the enforceability 
of the contract to the reasonable value of the services rendered 
where the promise is supported solely by past consideration, the 
court is following an old and familiar principle of contract law." 
However, except for one other jurisdiction,’ the Wisconsin deci- 
sion has stood alone.'® 

Though the Murtha case gives promisees the same recovery they 
would have received in an action for quantum meruit, the case does 
not seem relevant to the issue of whether a contract to bequeath 
need be in writing. The court in the Murtha case admits that 
the oral contract was sufficiently proven and valid, but enforce- 
ability was limited to reasonable value due to the past considera- 
tion. Thus, even though the contract had been in writing, it ap- 
parently would not have affected the court’s decision. 

The doubt as to the enforceability of oral agreement to bequeath 
based on present consideration was dispelled shortly after in Dilger 
v. Estate of McQuade. In that case a childless couple persuaded 
plaintiff's parents to give plaintiff to them in return for their prom- 
ise to leave all of their property by will to plaintiff. No such will 
was made. Plaintiff brought suit for damages in the amount of 
$10,000, which was the value of promisors’ property at death. The 
lower court gave judgment to plaintiff for $10,000. On appeal, 
the court noted that parol contracts to bequeath property are en- 
forceable in Wisconsin. The only question then, as far as the court 
was concerned, was whether there was sufficient evidence to estab- 
lish a contract. The court held that there was and so affirmed the 
judgment of the lower court. 

Up to this point, the Wisconsin law seemed clear. If the parol 





°149 Wis. 481, 136 N.W. 158 (1912). 
* Id. at 486-87, 136 N.W. at 160. 

™ 1 Corin, Contracts § 234 (1950). 
* In re Stichlers Estate, 359 Pa. 262, 59 A.2d 51 (1948). 
"57 Am. Jur., Wills § 189 (1956). 
“See note 9 supra. 

“158 Wis. 328, 148 N.W. 1085 (1914). 
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agreement was supported only by past consideration, promisee was 
limited in recovery to the reasonable value of his consideration; 
but if the promise was supported by present consideration, promisee 
could enforce the contract so as to obtain the value of the promise. 
Unfortunately, this distinction was disregarded when the court 
came to decide Frieders v. Estate of Frieders.1* 

In the Frieders case, plaintiff while performing duties as an 
employee of his uncle sustained serious personal injuries. The 
unmarried uncle told plaintiff in the presence of disinterested wit- 
nesses that if plaintiff would make no trouble the uncle would leave 
enough money in his will so that plaintiff would not have to work 
for the rest of his life. Shortly after this agreement, plaintiff ex- 
ecuted a paper in the nature of a final release of the insurance 
company and of his uncle. The uncle, having died intestate, the 
plaintiff brought an action for damages in the amount of $50,000 
for breach of contract and received a $30,000 judgment in the 
lower court. 

The Supreme Court did not question the existence of the con- 
tract, but a majority of the court became greatly concerned over 
the amount of damages which should be allowed. Deciding that the 
injuries to the plaintiff would have been worth no more than 
$5,000 under the Workmen’s compensation law, the court stated 
that the “consideration was out of all reasonable proportion to the 
amount promised over and above the actual legal liability, and to 
permit a recovery of $30,000 is practically tantamount to the en- 
forcement of a naked promise to make a bequest”.1” 

As long as there is a valuable consideration and the parties freely 
agree, adequacy of consideration is normally not a consideration 
for the court. Thus, the court attempted to squeeze the case within 
the narrow confines of the Murtha rule. Ignoring such present and 
future consideration as the benefit to promisor in not being sued 
during his lifetime, the risk plaintiff assumed if plaintiff had died 
first or if uncle had gone bankrupt, the court said, “the injury 
which formed the consideration and constituted the reason and 
motive for the promise had occurred, and liability had already 
attached”’.1* 

Thus, the plaintiff under the Murtha case rule was limited to 
the reasonable value of his consideration which in this case was 
apparently about $5,000. That this was an invasion by the court 





* 180 Wis. 430, 193 N.W. 77 (1923). 
"Id. at 433, 193 N.W. at 78. 
*Id. at 433, 193 N.W. at 78. 
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of contractual obligations seems too obvious for comment.’ In 
attempting to justify its position, the court continued, 


To permit this judgment to stand would open up an alluring 
field for frauds and perjuries and neutralize to a great degree 
the safeguards which the oe Wills] throws about the 
estates of deceased persons.*® [To allow such parol claims 
would mean that] the estate of a testator would not go accord- 
ing to his written direction executed in accordance with the 
solemnities required by the statute but according to parol testi- 
mony produced at a time when the testator cannot resent 
to refute it. . . . [The] recognition of such a rule would point 
the way for the contravention of a statute designed by the 
legislature to prevent the distribution of estates except in ac- 
cordance with the will of the testator. It would be a most 
aieiee rule, subversive of public policy and destructive 
of the legislative will.** 

The language employed clearly indicates that the denunciation 
of parol claims goes beyond the distinction between past and present 
consideration to strike a blow at the heart of the parol contract 
itself—i.e., its enforceability. As a result of this case, Wisconsin 
has been cited by legal authorities as a jurisdiction which does not 
enforce parol contracts to will,?* a result which has been reached 
elsewhere only by statute.** 

But a year later in Doyle v. Fischer, the court retreated from its 
strong stand against parol claims at least where joint wills were 
involved.** Since the contractual agreement was not in the joint 
wills, it had to be established by parol evidence. The trial court 
found that the “provisions of the wills themselves, in the light of 
facts and circumstances existing at the time the wills were made, 
conclusively indicated a prior agreement between the husband and 
wife to make such wills.”*> The Supreme Court ignored the strong 
language against parol claims used in the Frieders case and agreed 
that the joint will indicated that there was an enforceable oral 
contract. 

The court intimated in two subsequent cases that they were not 
opposed to enforcing such parol claims.?* However, the Estate of 





* See dissent, id. at 436, 193 N.W. at 79. 

* Id. at 433, 193 N.W. at 78. 

"Id. at 434, 193 N.W. at 78-79. 

= 4 Pace, Witts § 1707 (3rd ed. 1941). 

* Cac. Civ. Cope § 1624(6) (Deering 1949); Mass. Ann. Laws c. 259, 


1956). 

83 Wis. 599, 198 N.W. 763 (1924). 

* Id. at 606, 198 N.W. at 765-66. 

* Will of Dereg, 187 Wis. 425, 204 N.W. 579 (1925): Estate of Brill, 
183 Wis. 282, 197 N.W. 802 (1924). 
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McLean*" clearly marks another retreat from the Frieders case 
stand on parol claims. 

The McLean case was similar to the Frieders case on its facts. 
Claimant, a brother of decedent, while working on brother’s farm, 
suffered an injury incapacitating him from the ability to support 
himself. He threatened to use decedent to recover for his injuries. 
The decedent agreed in consideration of foregoing suit to make a 
provision for him by will sufficient to obviate his becoming a public 
charge under the poor laws. Brother made a will which placed the 
farm in trust, the net income of which was to go to claimant for 
life. However, decedent’s widow and a daughter adopted after 
the will was made took against the will. As a result, the trust pro- 
vision was rendered ineffective. The claimant sued for damages 
for breach of contract. 

The court stated that to safeguard a will from fraudulent oral 
claims, so feared in the Frieders case, it would require “such con- 
tracts . . . be established, not only by a preponderance of the evi- 
dence, but by evidence that is clear and convincing.”** The court 
then went on to say, “The contract found might perhaps be 
held not to be sufficiently established under this rule, were it not 
for the fact that . . . the will, had made certain that which the evi- 
dence as to the making of the contract left uncertain.”*® By such 
evidence the contract was clearly and definitely established and 
“where a will is made pursuant to a promise to make one supported 
by a past consideration, the contract will be enforced.”*° The court 
dismissed the Frieders case by saying that “in view of the execution 
of the will by decedent, the rule of damages laid down in the 
Frieders case does not apply.”* 

Inasmuch as the court only used the will in the McLean case to 
make the evidence “clear and convincing”, it seems obvious that 
whenever the oral claim is established by clear and convincing evi- 
dence it will be enforceable. This rule of enforceability seems to 
be limited only to the extent of the Murtha case doctrine. How- 
ever, even then, if a will is made pursuant to the oral promise 
based on past consideration, the contract will be enforced. 

Since the McLean case there have been no cases which indicate 
a desire to use the broad language of the Frieders case to deny the 
enforceability of parol claims. Instead the rule, as advanced in 





*219 Wis. 222, 262 N.W. Bon (1935). 
* Id. at 227, 262 N.W. at 710. 
* Id. at 227, 262 N.W. at 710. 
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the McLean case, that a parol contract must be established by 
clear and convincing evidence in order to be enforced, has been 
consistently followed.*? 

However, the rule laid down in the Murtha case is still very much 
alive. In the recent case of Estate of Gerke** the claimant was 
seeking all of intestate’s property claiming that after claimant had 
rendered services in the form of housework, furnishing meals, etc. 
to deceased, deceased had promised to leave his entire estate to her. 

But the court did not deny that such a promise was established. 
But since the promise had been based on past consideration, the 
Murtha and Frieders cases controlled. Therefore claimant was lim- 
ited to the reasonable value of her services. 


Conclusion 


If the parol claim survives the Statute of Frauds, its enforce- 
ability will depend on whether the promise to bequeath was based 
on past or present consideration. 

If based on past consideration the Murtha case is controlling 
and claimant will be limited to the reasonable value of the con- 
sideration given. Apparently, even if the promise is in writing that 
fact will not render it enforceable unless the writing be a will which 
in light of the circumstances implies a contractual promise. 

The Frieders case has been restricted to its particular fact situa- 
tion and today is only authority to the extent that it supports the 
Murtha case. Thus, if a parol contract based on present consid- 
eration can be established by clear and convincing evidence, it will 
be enforced. JouN CARDIN 





*” Holty v. Landauer, 270 Wis. 203, 70 N.W.2d 633 (1955); Will of 
West, 246 Wis. 199, 16 N.W.2d 806 (1944). 
*271 Wis. 297, 73 N.W.2d 506 (1955). 




















